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OUR COVER 


Congress convenes on January 7, 1960, and this session is no 
exception to the rule that tax law changes are high on the agenda. 
Congress will have, for the benefit of its deliberations, three volumes 
of testimony from experts in the field of taxation. These volumes are 
made up of the papers presented before the Committee on Ways and 
Means and panel discussions at the hearings, which began November 
16, 1959. They overshadow the tax legislation which will be before 
the Congress. A number of those who participated did so with their 
own partisan views in mind, but many of the papers represent the 
objective thinking of their authors. 


The investigation was not limited to specific areas but covered 
major objectives and guides to tax reform, including a_ statistical 
analysis of our tax base, of national income and of the structure of 
tax rates. In specific areas investigation was carried on in the taxation 
of family income, of the aged and of fluctuating incomes. Special , 
problems of corporate taxation received analytical treatment as did 
special problems of business: depreciation, depletion, expenses, 
capital gains. 


Whether or not the recommendations find their way into law, tax 
literature has been enriched by the thinking of the experts whom 
Chairman Mills and his committee brought together. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein, Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane 
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IN THIS ISSUE 


Thoughtful tax man. This month our thoughtful tax man is 
Robert E. Williams, a certified public accountant in Delanco, New 
Jersey. He writes of some experiences he has had which lead him 
to align his problem with a point of constitutional law. It is the 
maze of complex regulations, Mr. Williams says, which causes some 
agents to act as they do. We know, of course, that a taxpayer must 
substantiate his return, but does this necessarily mean a taxpayer is 
guilty until, after considerable expense, he proves himself innocent ; 
or does he, as thousands of others, determine that it is less expensive 
to yield than to fight? Mr. Williams is a member of the National 
Society of Public Accountants, New Jersey Society of Certified Public 
Accountants, American Institute of Certified Public Accountants and 
the National Association of Tax Accountants. He also conducts an 
interesting column in the National Public Accountant. Mr. Williams’ 
thoughts are expressed at page 6. 


The new Boggs bill. Perhaps it isn’t quite correct to use the term 
“the new Boggs bill,” because when Congress opens and considers 
H. R. 5, it is not considering an entirely new bill. However, beginning 
last August, and continuing through October, consideration of this 
important measure by the Ways and Means Committee resulted in 
certain refinements and changes which has been reported, generally, 
as the “committee print.” This bill embodies a subject of extreme 
importance to the tax planning and the tax guarding of corporations 
and their income from foreign sources. The subject is no less im- 
portant to the United States Government. Aside from the fact that 
some claim there might be a loss of revenue if certain incentives 
contained in the bill were enacted in the law, the very nature of the 
transactions involved impinge upon United States foreign policy. The 
article beginning at page 11 discusses the Boggs bill from the com- 
mittee print. It is written by R. C. Munsche, assistant secretary, The 
Coca-Cola Export Corporation, New York City. 


Subchapter S. In its efforts to be fair to small corporations, 
Congress enacted the controversial Subchapter S in 1958. Subchapter 
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S fits into the warp and woof of our tax system by permitting certain 
corporations to be taxed as the members of a partnership are taxed, 
that is, the shareholders will pay the tax on their proportionate share 
of the Subchapter S corporation’s income whether or not it is dis- 
tributed to them. This, however, does not convert a corporation into 
a partnership, and this also raises some other questions which the 
article at page 19 discusses. The real effect of Subchapter ’S is to 
continue to treat corporations as corporations but to permit them to 
pay their federal taxes as partners do. This article is written by 
Converse Murdoch. He is a member of the law firm of Barnes, 
Dechert, Price, Myers & Rhoads in Philadelphia and was formerly 
with the Offiée of Chief Counsel, Internal Revenue Service. Mr. 
Murdoch’s article is one of the papers which were delivered before 
the Tenth Annual West Virginia Tax Institute last October. 


Coal mining. Last year, there were two important cases that 
went up to the Supreme Court regarding depletion and its relation- 
ship to the mining of coal: Huss v. Smith and Parsons v. Smith. We 
carried an interesting article on these two decisions in our September, 
1959 issue. Coal mining is of great importance to the State of West 
Virginia, and the paper beginning at page 31, which was presented at 
the Tenth Annual West Virginia Tax Institute, is an authoritative 
one on depletion, depreciation and coal mining. This type of tax 
problem assumes greater importance in the coal industry because, in 
the past 20 years, there has been a tremendous rise in the use of 
mechanical equipment in the mines. For instance, about 85 per cent 
of all coal produced in the United States since 1955 is mechanically 
loaded with continuous miners, and where the investment in depre- 
ciable assets per annual ton production 25 or more years ago was $1 
to $1.50, it is now $6 or $7 per annual ton. The question of salvage 
value of depreciable assets was minimal 25 years ago, but now costly 
machinery has raised salvage value to a new status in computing 
depreciation in the coal mining industry. The article is by F. Addison 
Jones, a valuation engineer in the Internal Revenue Service, Wash- 
ington, D.C. 


Exclusions. Exclusions from income should not be confused with 
deductions or with credits. Exclusions are amounts that are not taken 
into account in computing gross income. The following are types of 
exclusions: certain death benefits; employee death benefits; gifts and 
inheritances; interest on certain government bonds; compensation for 
injury or sickness; contributions by employer to accident and health 
plans; rental value of parsonages; income from discharge of indebt- 
edness; improvements by the lessee on the lessor’s property; certain 
combat pay for members of the armed forces; mustering-out pay- 
ments; dividend exclusions; scholarship and fellowship grants; con- 
tributions to capital of a corporation; meals and lodgings furnished 
for the convenience of the employer; payments to encourage explora- 
tion development and mining for defense purposes; income exempt 
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under a treaty; and income earned from sources without the United 
States. The article at page 42 analyzes the various sections of the 
Code having to do with exclusions and discusses, where applicable, 
the tests set up by the law which they must meet before being granted 
the privilege of nontaxable status. The article, which was also a paper 
presented at the Tenth Annual West Virginia Tax Institute, is written 
by Melvin H. Levy, an associate of the tax department of Ernst & 
Ernst in Washington, D. C. 


The “pour-over.” “Estate planning” has come into our nomen- 
clature by necessity. There are at least two beneficiaries of every 
man’s estate: One is the tax collector and the other is generally 
described as “the natural objects of a man’s bounty.” Estate planning 
is not a device to enrich one and impoverish the other, although some- 
times it seems it is employed in that spirit. Since a man has no 
patriotic duty to pay more than his just taxes, estate planning is a 
device to do just that and, at the same time, reward the natural objects 
of his bounty in accordance with his desires. This technique has 
developed into quite a science with its own nomenclature, and the 
article beginning at page 57 is one which discusses the “pour-over” 
technique. This means that assets are poured over by will into a 
living trust. The article reviews the legal background and considers 
the advantages and some of the continuing problems of the technique. 
Since the greater number of a lawyer’s clients are average men, the 
example used by the author is not that of a very rich man but of a young, 
junior executive with a modest estate. The author says that the simplest 


solution for this young executive, “involving the least paper work, is 


merely to make his life insurance and his company death benefits all 
payable to his estate, so that they automatically are disposed of under 
his will to the testamentary trustee . . . but at what cost!” That’s 
what the article is about—not the simple solution but the cost of solu- 
tion. Charles N. Schenck, III, the author, presented this article at 
the recent West Virginia Tax Institute. He is a member of the New 
Haven, Connecticut law firm of Wiggin & Dana. 


Pension and profit-sharing plans. Meyer M. Goldstein, executive 
director of Pension Planning Company of New York, also addressed 
the West Virginia Tax Institute. His paper poses a number of ques- 
tions which he terms “fallacies.” Mr. Goldstein then answers these 
questions in clear terms. For instance: “A pension plan eats into a 
company’s working capital.” Says Mr. Goldstein: ‘Not necessarily. 
A tax-qualified funded pension plan can permit investment in com- 
pany securities to maintain working capital at the same level as if a 
company had no pension plan.” Here is another: “Long-term 
capital gain treatment is not available under pension plans.” Says Mr. 
Goldstein: “Not so.” This article, beginning at page 71, discusses 
other interesting fallacies regarding pension and profit-sharing plans. 
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State tax news. Michigan’s Governor Williams has just approved 
five tax measures of the emergency tax program passed by the legisla- 
ture. This is late, late news which is being included here rather than 
in the “State Tax News” department, which begins at page 81. Under 
S. B. 1363 the controversial use tax will be reduced from 4 to 3 per cent 
in accord with the decision in the Lockwood case; however, a 4 per 
cent tax will be continued upon room and lodging rentals. The use 
tax is also imposed upon intrastate telephone, telegraph, leased wire 
and similar communications (including local telephone exchange and 
long-distance telephone service) which both originate and terminate 
in the state. It also applies to telegraph, private line and teletypewriter 
service between places in Michigan, but not to telephone service by 
coin-operated installations and directory advertising proceeds. Pur- 
chases made by contractors engaged in construction contracts with the 
state are taxable. Steam, electricity and natural or artificial gas will 
no longer be subject to a use tax. 


Senate Bill 1385 makes smoking more costly. A new tax will be 
imposed upon cigars and other tobacco products at the rate of 20 per 
cent of the wholesale price. Excise taxes on cigarettes will be 
increased one-half mill per cigarette, which results in an increase of 
from five to six cents per pack. 


Beer drinkers may also find their favorite brew more expensive, 
as S. B. 1371 increases the tax from $1.25 to $2.50 per barrel. An 
additional levy under S. B. 1386 provides for a specific tax which is 
equal to 4 per cent of the retail selling price of spirits other than 
those having an alcoholic content of less than 22 per cent. 


The tax rate on franchises will be increased from four to five mills 
per dollar of paid-up capital and surplus, and the rate on mining cor 
porations from four to five mills per dollar of value of capital stock 


(H. B. 648). 


Other news items will be found in “State Tax News.” Next vear 


is not what we call a “heavy” legislative year, yet those state legisla- 
tures which will be in session will consider tax measures of interest 
to their residents. 


An airline’s income. John A. Wilkie’s discussion this month 
regarding apportionment of income has to do with the income of air- 
lines. He discusses the factors that should be employed in a uniform 
and reasonable airline apportionment formula. The objective is to 
have the parts of the net apportionable income allocated to the several 
states in which the airline operates add up to 100 per cent. The rules 
of the various states are quite different. For instance, Arizona, Cali- 
fornia and Oregon use property, payroll and sales factors; but in 
Arizona, no rental property is included in the property factor. In 
California, property in the property factor is apportioned on a mileage 
basis. In Oregon, salaries of pilots in the wage factor are allocated 
on the basis of revenue miles, and sales are allocated on the basis of 
revenue miles traveled. Mr. Wilkie’s article begins at page 86. 
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Robert E. Williams, who is a certified public accountant 
in Delanco, New Jersey, poses the question: 
Are internal revenue agents constitutional? 


a4 E, THE PEOPLE of the United States, in order to 

form a more perfect union, establish justice . < 
Thus begins the Constitution of the United States. In its 
original form, it became operative on March 4, 1789 (Owings 
v. Speed, 5 Wheat. 420) and lasted only two years and eight 
months before requiring ten amendments, put into effect 
November 3, 1791. To most people the “Constitution” means, 
simply, the formal title of the cherished “Bill of Rights,” which 
is the collective name given those ten amendments. It is signifi- 
cant to this writer that although the first ten amendments 
occurred within three years, the second ten amendments 
covered almost a century and a half (142 years), Only one of 
the second ten is relative to the subject about to be explored- 
namely, the Sixteenth Amendment, which states: 


“The Congress shall have power to lay and collect taxes on 
incomes from whatever source derived, without apportionment 
among the several states, and without regard to any census 
or enumeration.” 


This amendment became effective 124 years later, on Feb- 
ruary 25, 1913. The peculiar wording is apparently an attempt 
to overcome Article 1, Section 9, clause 4, which prohibits a 
capitation or other direct tax “unless in proportion to the 
census or enumeration.” This, in turn, refers to Article 1, 
Section 2, clause 3, which provides that “direct taxes shall be 
apportioned among the several states . . . according to their 
respective numbers, which shall be determined by . . . the 
whole number of free persons . ¥ 


How often do we hear “they can’t do that, it’s unconstitu- 
tional!” when what is really meant is “they shouldn’t do that, 
it’s unfair!” Our Constitution, then stands in our minds, for fair 
treatment. Granted, many things are constitutional that seem 
unfair. In fact, anything that needs to be constitutional can be 
made to be constitutional! This is so because the Constitution 
created a form of government, not a system of laws. Section 
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1 created a Congress. Section 8, clause 1, gives Congress the 
power to lay and collect taxes, and Section 8, clause 18, pro- 
vides for making amendments to the Constitution. Therefore, 
if anything is needed which is prohibited by the Constitution, 
an amendment can eliminate the prohibition or, inversely, when 
something provided for by the Constitution needs to be elimi- 
nated, an amendment will eliminate it. This is best evidenced 
by the Eighteenth Amendment, prohibiting intoxicating liquors, 
and the Twenty-first Amendment which repealed the Eighteenth 
Amendment. The only provision which cannot, apparently, 
be changed by amendment is that “no state . . . shall be 
deprived of its equal suffrage in the Senate.” The safeguard 
against misuse of the amendment provision lies in the require- 
ment that, first, two thirds of both houses of Congress must 
deem it necessary and, second, three fourths of the individual 
state legislatures must ratify the amendment. 


What has all this to do with revenue agents? Simply this: 
Like the tax they collect, their existence is obviously and 
literally constitutional, since the Sixteenth Amendment includes 
the power to collect the tax as well as to levy it. However, 
whether at all times and in all ways agents behave constitu- 
tionally is a horse of a different color. Whether the effect of 
their conduct and the application of Internal Revenue Service 
policies would at all times be sanctioned by the founders of the 
supreme law of the land is also questionable. As a tax 
practitioner I frequently feel that the Internal Revenue Service 
is permitted to use unconstitutional procedures to obtain a 
constitutional result, under the guise that the end justifies the 
means. This, in itself, is akin to the philosophy of Communism 

that any means is justified, even a privilege, for the good 
and glory of the party. It is a tragedy, indeed, when our 
wonderful democratic system of self-government financed by 
a system of self-assessment is so weak that internal bureaucracy 
must close its eyes to the Constitution and stoop to “borrow” 
the methods of our Communist enemies to make it work. 


This article is not intended to be an indictment of internal 
revenue agents per se, who have a job to do and are, for the 
most part, simply trying to do it. There are some agents, no 
doubt, who deserve rebuke, but there are far more “good” 
agents than “bad” ones. It is the maze of complex regulations, 
directions and vicarious authorities which permits agents to 
function as they do that is the real villain in this national 
melodrama. Perhaps you can substitute your own experiences 
in some of the following illustrations, 


(Continued on page 94) 
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TAX-WISE NEWS 


REMEMBER the social security tax rate 
goes up on January 1, 1960. The new rate withheld from the em- 
ployee’s wages will be 3 per cent, and the employer will also pay 
3 per cent. The new rates will apply after December 31, 1959, regard- 
less of when earned. 


ml 

| HE Superintendent of Documents again has 
Cumulative Bulletins for sale. Copies of the bulletins issued from 
1927 to date are available from the United States Government Print- 
ing Office, Washington 25, D. C., at various prices. The complete 
set sells for $104.60. 


~ 

SENATOR Paul H. Douglas’ Joint Economic 
Committee has released the social security tax recommendations of 
Professor Seymour E. Harris. The professor suggests that the amount 
of wages subject to social security tax should be raised from applying 
to the first $4,800 of income to applying to $9,000. . . . Chairman 
Mills of the Ways and Means Committee will ask the next session 
of Congress for improvements in the social security program that do 
not necessitate an increase in the existing schedule of taxes. : 
Burr P. Harrison, chairman of the subcommittee on social security 
laws, has a bill for early introduction regarding disabled individuals 
who qualify for disability insurance benefits. 


I 

T HIS is the case of the bond with two values. 
\ decedent owned United States Treasury bonds of a par value of 
$475,000. The executor applied two $100,000 bonds in payment of the 
estate tax. Their value in this transaction was par. The remaining 
bonds, on the date of the decedent’s death, were quoted below par. 
The executor included them in the estate at their fair market value. 
No, said the Commissioner, they should be valued in the estate at 
par because they could have been applied at that value in payment 
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of federal estate taxes. The district court upheld the executor because 
the Treasury regulations provide that the value of every item of 
property includable in the gross estate is the fair market value at the 
time of the decedent’s death. The fact that the estate would realize 
a capital gain by redeeming the bonds at par in payment of federal 
estate taxes doesn’t change their date-of-death value.—Bankers Trust 
Company (Will of Harriet Delta Ellis) v. U. S., 59-2 uste ¥ 11,913. 


PsycuraTRISTS have been frustrated by 
the Tax Court. Two doctors incurred expenses for seminars, lectures, 
supervisory clinic work and personal analyses. They sought to deduct 
the cost of these as educational expenses, but the Tax Court 
disagreed. The taxpayers’ expenditures were not for the purpose of 
maintaining or improving the skills they already possessed. Their 
purpose was to obtain a new and substantial advancement in position. 
But five judges dissented on the ground that the costs were educa- 
tional costs incurred to maintain or improve skills required by the 
practice of psychiatry. Failing in this, the dissent would have allowed 
the costs as ordinary and necessary business expenses without regard 
to the special provisions relating to expenses for education.—Arnold 
Namrow et al., CCH Dec. 23,867, 33 TC—, No. 50. 


ry 
THe nasal-sounding nunc pro tunc (which 


means “‘now for then’’) interpretation of an alimony agreement doesn’t 
phase the Tax Court—it makes its own interpretation. Here is 
how it happened: Some years ago, an alimony agreement following 
a divorce provided that the husband was to pay the wife $250 alimony 
per month. However, this sum was to be diminished as the children 
reached majority or became self-supporting, with all payments ceasing 
on the twenty-first birthday of the youngest. Some years after this 
arrangement had been in operation, the parties went into court and 
had a journal entry nunc pro tunc to the effect that these payments 
were alimony. The husband, on his income tax return, deducted the 
full amount paid to the former wife. The Commissioner said these 
payments sounded more like child-support payments than alimony. 
The Tax Court agreed with his contention: 


“That the payments provided for by the agreement were denomi 
nated ‘alimony’ is not controlling. Labels such as this should not be 
binding, especially where, as here, the question before the Court is 
whether the payments are what the taxpayer has labeled them on after 
thought to be, or whether the payments under the agreement are in 
reality payable for the support of the children.”—-William F. Ashe, 
CCH Dec. 23,852, 33 TC—No. 38. 


In a separate maintenance and subsequent divorce action, the 
husband’s attorney brought off a settlement which did not endanger 
his stock ownership in his business. The husband sought to deduct 
the attorney’s fees as a Section 212(2) expense—for the management, 
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conservation or maintenance of property held for the production of 
income. The district court said no. The taxpayer would not have 
been forced to give up or relinquish control over the source of his 
income.—Connelley v. U. S., 59-2 ustc { 9780. 


ut, compare this decision with Baer v. Commissioner, 52-1 ustc 
9310. This is a basic decision on this point. The attorney’s fees 
were deductible by the husband as nonbusiness expense. The general 
rule is that if the reason for legal expenditures in divorce proceedings 
is the desire to avoid liability, there can be no deduction, but if the 
attorney’s fees are paid in settling demands which threaten the hus- 
band with the loss of his chief source of income, for instance, stock 
in his corporation, and the amount allocable to this objective can be 
proven, such attorney’s fees are deductible. 


7 

DHE TAX COURT gives tax advice. Under 
her husband’s will, a widow received a life estate in her husband’s 
real property and all his personal property. This she sold to pay his 
debts. It was never distributed to her. As executrix of his estate, she 
was allowed $2,500 as property exempt from administration and $3,000 
as a year’s allowance under the laws of Ohio. Here’s what the widow 
did that was wrong: She advanced money from her own funds to the 
estate and then, as executrix, paid herself the statutory allowances. 
The Tax Court said the allowances could not qualify for the marital 
deduction because these sums weren’t property passing from the 
decedent to his widow. The court stated: “Had the widow here 
compelled the estate to sell sufficient assets to pay her allowances the 
amount thereof might have qualified for the marital deduction.”— 
Estate of John H. Denman, CCH Dec. 23,861, 33 TC—, No. 44. ; 


rn 
I HE DOMINANT MOTIVE for making a 
gift was the avoidance of income taxes during the decedent-donor’s 
lifetime. Consequently, the gift was not made in contemplation of 
death.—Lockwood v. U. S., 60-1 uste J 11,914. 


i YOU THINK our income tax is a self- 
assessing system, you are in error. “Self-assessment” is not a technical 
term of tax law—it’s merely a descriptive phrase. Of course, the 
efficient collection of revenue depends upon an honest and informed 
determination of tax liability by a taxpayer, but he doesn’t assess him- 
self. What he does is compute the amount he believes he owes. 
Assessment is an act of government which determines the amount of 
tax liability to be satisfied. This was brought out in an interesting 
district court decision. Indictments were returned against the chair- 
man of the board, the treasurer, two vice presidents and some other 
employees of a corporation, charging them with wilfully and know- 

(Continued on page 76) 
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The TAX MAGAZINE, 


The Boggs Bill: 


A Review of the Committee 
By R. C. MUNSCHE 


Congress meets this month, and high on the agenda 

for special attention is H. R. 5, the proposal of Congressman Boggs 
for tax reform in the field of foreign source income. 

This article brings you up to date on this important tax legislation. 
Mr. Munsche is assistant secretary, The Coca-Cola Export Corporation. 


N JANUARY 7, 1959, Congressman Hale Boggs of Louisiana 

introduced a bill which has since then been the center of tax 
interest for all companies engaged in business outside the United 
States. The bill was the subject of hearings held by the Committee 
on Ways and Means on July 7, 8 and 9, 1959, at which almost 100 
statements were presented and additional information submitted for 
the record by 250 taxpayers or interested parties. On August 19, 
1959, Chairman Wilbur D. Mills announced that the committee had 
issued instructions to the staff to prepare a revised draft carrying 
out certain technical amendments and providing for other changes 
in the original version. On October 13, 1959, a so-called “committee 
print” was issued with the notation that the text of the print was 
submitted by Mr. Boggs and was intended to reflect the committee 


amendments but that it had not been reviewed by the staffs or the 
committee. 


Despite the prospect of further substantial changes the principal 
features of the committee print of the bill are worthy of study. The 
features of the bill which will be considered in this article are (1) 
the Foreign Business Corporation,’ (2) the proposed amendments to 
Section 367 * and (3) the right of election of either the ‘ ‘per country” 





* Sec 2 Committee Print, H. R. 5, 86th Cong., 1 st nena Diiecebal cited as C. P. 
* See, 3 C.. . 
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or the “over-all” limitation on the 
foreign tax credit.’ No attempt will 
be made to discuss a number of ques- 
tions arising in the detailed computa- 
tions of the tax of a Foreign Busi- 
ness Corporation which remain to be 
clarified. 


Foreign Business Corporation 


The concept of deferral of federal 
income tax of a domestic corporation 
operating largely abroad until its 
earnings are distributed as dividends 
to its domestic stockholders is not a 
new one. It has long been an established 
principle in the taxation of domestic 
corporations deriving a large pro- 
portion of their gross income from 
United States possessions. In the 
early 1920’s it was seriously proposed 
to make this principle applicable to 
foreign countries as well as posses- 
sions of the United States, but the 
proposal failed of enactment by a 
narrow margin. The substance of this 
proposal was revived in 1954 by E. R. 
Barlow and Ira T. Wender in their 
proposal of a Foreign Business Cor- 
poration,* and several alternative plans 
were shortly thereafter prepared and 
discussed by interested persons. 


[It was not, however, until the ad- 
dress of Congressman Boggs at the 
tax session of the National Foreign 
Trade Convention in November, 1958, 
and his subsequent introduction of 
H. R. 5 in January, 1959, that the 
attention 
and gained the impetus required for 
a reasonable possibility of its enact- 
the near future. 


proposal aroused general 


ment in 


The arguments in favor of the basic 
proposal of deferral have been widely 
disseminated and generally accepted 
as sound by business, the Treasury 


Department, economists and students 
of taxation. The only substantial argu- 
ment against the proposal has been 
the initial loss of revenue feared by 
the Treasury Department. It now 
seems reasonably clear that its esti- 
mates of revenue losses were too high. 

Briefly, the bill provides for defer- 
ment of tax on the “reinvested for- 
eign business income” of a domestic 
corporation which receives 90 per 
cent of its gross income from foreign 
sources and 90 per cent of its gross 
income from the active conduct of a 
trade or business, meets certain other 
technical requirements discussed later 
in this article, and elects to be taxed 
as a Foreign Business Corporation. 
Such a corporation is subject cur- 
rently to tax on its income from 
domestic sources but may exclude 
its taxable income from foreign sources 
until it is distributed to its stock- 
holders. Such excluded foreign income, 
referred to in the bill as “rein- 
vested foreign business income,” is 
taxed in the year of distribution in 
the proportion which the distribu- 
tions out of each year’s income bear 
to the total amount which could have 
been distributed to its stockholders 
out of the income for the taxable year 
in which the income was accumulated. 
Foreign tax credit is allowed in the 
corresponding proportion for taxes 
attributable to each distribution which 
has been included in gross income. 
Distributions are includable in gross 
income to the extent of the most re- 
cently accumulated reinvested foreign 
business income, computed as of the 
close of the taxable year. 


The basic plan of taxation is un- 
usual in that, while the tax even- 
tually paid is based on the amount 
of the reinvested foreign business in- 
come distributed to stockholders, it 
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* Originally proposed in an informal bro- 
chure. Later published as “Foreign Invest- 
ment and Taxation” (1955). 
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is impused upon and paid by the 
Foreign Business Corporation rather 
than the stockholder, and a corporate 
parent company receives dividends 
from the Foreign Business Corpora- 
tion “net” of tax. Specifically, a do- 
mestic corporate stockholder which 
receives dividends paid by its con- 
trolled (80-per-cent-owned) Foreign 
Business Corporation out of reinvested 
foreign business income is allowed a 
100 per cent dividends-received de- 
duction rather than the usual 85 per 
cent deduction allowed in respect of 
dividends received from other do- 
mestic corporations. It may be con- 
sidered that the Foreign Business 
Corporation is substantially equiva- 
lent to a foreign corporation, and that 
its income should not be subject to 
more than one United States tax at 
the corporate level nor should it be 
taxed until its income is distributed 
to stockholders. This theory is not 
carried out to its logical conclusion, 
however, since the single corporate 
tax is imposed on the distributed in- 
come rather than on the dividend. 
The plan differs from the method 
used in taxing “possessions corpora- 
tions,” in which gross income from 
sources outside the United States is 
excluded from the taxable income of 
such corporations, and tax is imposed 
upon dividends received by domestic 
corporate stockholders at the full United 
States rate without any dividends- 
received deduction. It also differs 
from the method proposed by Messrs. 
Barlow and Wender, under which 
the income of the Foreign Business 
Corporation was to be included in 
gross income in the ordinary manner 
when received or accrued, but the 





5 Code Sec. 902 would be revised to allow 
“deemed” credit for taxes paid by qualifying 
foreign subsidiaries in respect of profits be- 
fore foreign income taxes (to the extent 
distributed as dividends) rather than in 
respect of profits after deducting foreign 
income taxes, as under present law. The 
amount of such taxes deemed to have been 
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payment of the resulting fixed tax 
liability was to be deferred until the 
date of distribution. 


The method adopted in H. R. 5 is 
an adaptation of both of these methods. 
Like the “possessions corporations,” 
the foreign source income is not sub- 
ject to tax when it is received or 
accrued, but is excluded from gross 
income and no tax liability exists 
until the income is distributed. Like 
the Wender-Barlow proposal, how- 
ever, the tax is payable by the For- 
eign Business Corporation at the time 
of dividend distribution rather than 
by the stockholder. 


The method adopted in the bill has 
the following consequences: 


(1) As long as no distributions are 
made to shareholders out of reinvested 
foreign income, no United States tax 
liability will result and the funds 
which would otherwise have to be 
paid out as United States taxes are 
retained by the Foreign Business Cor- 
poration. The bill thus encourages 
private investment abroad, the pri- 
mary objective stated in the preamble 
to the bill. 


The deferment of tax on undistri- 
buted income also has the effect of 
removing the principal advantage which 
a foreign base corporation presently 
enjoys over a domestic corporation 
engaged largely in business abroad. 
The foreign-tax-credit advantage of 
the foreign base corporation over a 
domestic corporation would also be 
removed under Section 4 of the com- 
mittee print, which requires “grossing 
up” ® of dividends received from for- 
eign subsidiary corporations.’ It is 





paid (including the corresponding amount 
of taxes paid by a foreign subsidiary of the 
foreign subsidiary) would be included by the 
recipient as gross income from foreign sources 

in the year of receipt of the dividend. 
*A foreign corporation presently also en- 
joys the benefit of the “over-all” limitation, 
(Continued on following page) 
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generally felt, however, that this pro- 
vision which would result in an in- 
crease in the tax liability of certain 
taxpayers is incongruous in a bill de- 
signed to encourage foreign investment. 


The remaining difference between 
domestic and foreign base companies 
for foreign investment is generally 
in favor of the former, namely, that 
domestic companies enjoy the sub- 
stantial benefits of the United States 
treaties for avoidance of taxation with 
foreign countries, whereas many for- 
eign base countries have not entered 
into such treaties. 


(2) Since the tax is based upon 
the dividends paid by the Foreign 
3usiness Corporation rather than di- 
rectly upon the reinvested foreign 
business income of such corporations, 
the determination of tax for any year 
in which only a partial distribution 
of earnings is made will depend only 
on the amount of the dividend paid, 
and on the rates of United States 
and foreign taxes. For example, as- 
sume that a Foreign Business Corpo- 
ration files its return for 1960 showing 
no United States source income, re- 
invested foreign business income of 
$1,000,000 (before deducting foreign 
income taxes), foreign income taxes 
eligible for credit of $300,000, and 
dividends paid of $400,000. 


It appears that its tax 
computed as follows:* 


would be 


(1) Amount of reinvested foreign 
business income for year 
Ratio of distribution ($400,000) 
to amount which could have 
been distributed to stockholders 
($1,000,000 minus 52% there- 
of, or $480,000) 


Amount includable in gross in- 
come [(1) times (2)] 


4 


Tentative tax at 52% (disre- 
garding surtax exemption for 
simplicity ) 


$1,000,000 


83.3% 


833,333 


433,333 
Foreign tax credit: 

Foreign taxes al- 

lowed as credit $300,000 


Percentage allocable 

to distribution, as 

above 83.3% 
Credit allocable to distribu- 
tion 


250,000 


Net U. S. tax liability 


$ 183,333 


The tax liability of $183,333 is 22 
per cent (that is, the difference be- 
tween the United States rate of 52 
per cent and the foreign rate of 30 
per cent of $833,333, which is the 
“grossed up” amount of the dividend 
of $400,000. It may also be noted 
that the liability is 83.3 per cent of 
the liability which would accrue if 
all the income were distributed or if 
Foreign Business Corporation treat- 
ment had not been elected. 


(3) An électing Foreign Business 
Corporation may have to relinquish 
certain benefits to obtain the benefits 
of deferment. 





(Footnote 6 continued) 

as all dividends paid by it are deemed to 
have been paid from sources in the country 
of incorporation and all foreign taxes paid 
by it are treated as having been paid to the 
country of incorporation. Cf. Reg. Sec. 
1.902-1(c). Under Sec. 5 of H. R. 5 (C. P.) 
a domestic corporation could elect the 
“over-all” limitation and thus obtain similar 
treatment. 

*The computation in the text does not 
give effect to proposed Sec. 951(b)(2)(B), 
which provides in effect, in subsection (i), 
that foreign income taxes shall be deducted 
in computing reinvested foreign business 
income and, in subsection (ii), that if foreign 
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tax credit is claimed in the year of distribu- 
tion, reinvested foreign business income shall 
be increased by the foreign income taxes 
(including deemed taxes) attributable to the 
distribution. Applying these provisions to 
the example, the includable reinvested for- 
eign business income would be $583,333 
[83.3 per cent of ($1,000,000 minus $300,000) ] 
before adding back foreign taxes of $250,000 
under Sec. 951(b)(2)(ii). Although not 
clearly provided in the bill, it would appear 
that includable reinvested foreign business 
income should be increased by the attrib- 
utable foreign taxes, thus arriving at the 
same amount as that shown in the text 
($833,333). 
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(A) No specific provision is made 
for apportionment of includable re- 
invested foreign business income 
between ordinary income and net long- 
term capital gains realized during 
the year in which the reinvested for- 
eign business income was accumulated. 
Net capital losses are not allowable 
in computing reinvested foreign busi- 
ness income, but the five-year capital 
loss carry-over to subsequent years 
is presumably allowed. 

Because of the absence of a specific 
provision for apportionment, it is not 
clear whether the long-term capital 
gains rate of 25 per cent will apply 
to any portion of includable reinvested 
foreign business income in the year 
of distribution. It could reasonably 
be maintained that the character of 
the income does not change as the 
result of deferment when the tax is 
paid by the same taxpayer who real- 
ized the capital gains. 

However, if this matter is not clari- 
fied, a company having large potential 
long-term capital gains may consider 
it advisable to defer an election to be 
taxed as a Foreign Business Corpo- 
ration until the year following dis- 
posal of the appreciated assets. 


(B) 


Any corporation which has 
elected to be taxed as a Foreign Busi- 
ness Corporation is denied the net- 
operating-loss deduction for the tax- 
able years during which such election 
continues in effect, including the year 


of termination of the election. This 
provision also seemingly prevents a 
net loss sustained during the election 
period from being carried back to a 
pre-election period or forward to a 
postelection period. 
However, losses for any taxable 
year during the election period are al- 
lowed as deductions in computing 
reinvested foreign business income 
without limitation as to the number of 
taxable years for which such losses 


may be carried back or forward. The 
net-operating-loss deduction as such 
may therefore in some cases be of 
little importance. It does not appear 
how or in what order losses would be 
applied against the taxable income of 
other years in computing reinvested 
foreign business income, a factor which 
could be of importance in computing 
the foreign tax credit on distributions. 


(4) An electing taxpayer will en- 
counter the risk of involuntary dis- 
qualification. Loss of Foreign Business 
Corporation status will result from 
failure for two successive taxable years 
to meet the qualifying requirements. In 
this event all of the company’s rein- 
vested foreign business income will 
become taxable for the second such 
taxable year. A severe and unjust 
hardship could thus result in the event 
the disqualification was due to events 
over which the taxpayer had no con- 
trol. The United Kingdom Overseas 
Trade Corporation law * provides for 
discretionary relief in such cases, which 
would appear to be a wise precaution 
for its United States counterpart as 
well. 


A corporation electing Foreign Busi- 
ness Corporation treatment will also 
have to be alert to avoid being subject 
to tax as the result of various indirect 
distributions, in addition to ordinary 
cash dividends. A distribution is de- 
fined, for example, to include pay- 
ments for property situated within the 
United States, other than bank de- 
posits ; obligations of the United States ; 
or property which is ordinary and 
necessary for carrying on a trade or 
business, 90 per cent or more of the 
gross income of which is derived from 
sources outside the United States. 
Distributions include excessive 
payments in connection with indebt- 
edness in respect of such property, 
conversion of domestic property held 
for use in the foreign business into 


also 





® Sec. 30(2), Finance Act of 1957. 
Boggs Bill 
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nonqualifying property, excessive in- 
vestments in foreign portfolio securi- 
ties and certain payments by foreign 
subsidiaries which are equivalent to 
distributions by the Foreign Business 
Corporation. 

(5) The first qualifying require- 
ment of a Foreign Business Corpora- 
tion is that 90 per cent of the gross 
income be from sources outside the 
United States. Since there are no 
source rules in new Subpart F, the 
source rules in Sections 861 to 864 
would presumably apply. The 10 per 
cent leeway is designed to take care 
of small amounts of United States in- 
vestment income, nonrecurring items 
such as United States insurance re- 
covered and perhaps an occasional 
shipment to customs f. o. b. United 
States port. This margin is, of course, 
insufficient to permit manufacturing 
in the United States by the Foreign 
3usiness Corporation, but there is 
nothing to prevent purchases by the 
Foreign Business Corporation in the 
United States from an affiliated com- 


pany and shipment abroad for further 
processing by a foreign branch. 


The second qualifying requirement 
is that 90 per cent of gross income be 
derived from the active conduct of a 
trade or business. The latter term is 
defined to include dividends and other 
income paid by subsidiaries operating 
abroad, royalties, and fees for services 
and technical assistance. 


As an additional qualifying require- 
ment, the manufacture of articles or 
products outside the United States 
which are intended for use, consump- 
tion or sale within the United States 
is limited to 15 per cent of gross in- 
come. This provision is clearly intended 
to prevent the transfer of manufactur- 
ing for the domestic market from the 
United States to foreign countries. 


Similarly, the bill prevents use of 
the deferment principle by trading or- 
ganizations, without a fixed place of 
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business outside the United States, 
by requiring that such companies de- 
rive not more than 50 per cent of their 
foreign gross income from the sale of 
purchased articles, If it does exceed 
the 50 per cent maximum in that re- 
spect, more than 50 per cent of such 
income must be derived through a 
foreign permanent establishment. 


It is worthy of note that in this 
section the draftsmen have made use 
of the term “permanent establish- 
ment” employed in the United States 
treaties with foreign countries for 
avoidance of double taxation, and the 
definition of the term in the bill is 
similar to that used in many treaties. 
In the past there has been some re- 
luctance to use the term in the Code. 


The foregoing comments reflect some 
of the technical problems faced by the 
draftsmen in adopting a new and un- 
usual approach to the taxation of for- 
eign income. Many of these problems 
could presumably have been avoided 
if it had been decided to permit a 
qualifying Foreign Business Corpora 
tion to elect to be taxed as a foreign 
corporation and to treat dividends re- 
ceived from a Foreign Business Cor- 
poration as dividends from a foreign 
subsidiary company, a method which 
would have achieved substantially the 
same result. Nevertheless, substantial 
progress has been achieved in solving 
the problems posed by the new ap- 
proach. 


Amendments to Section 367 


The committee print of the amend- 
ments to Section 367 now provides for 
an exception to the requirement that 
an otherwise tax-free exchange in- 
volving the stock of a foreign cor- 
poration be submitted in advance to 
the Commissioner for the purpose of 
establishing that one of the principal 
purposes of the exchange was not the 
avoidance of federal income tax. 

(Continued on page 93) 


TAXES —The Tax Magazine 














‘Tenth Annual 
West Virginia Tax Institute 


sponsored by 
College of Commerce of West Virginia University 
West Virginia Society of Certified Public Accountants 
West Virginia State Bar 


Charleston, West Virginia October 1, 2 and 3, 1959 


CONTENTS 


Effect of Subchapter S on Decisions as to Form of Business Organization 
by Converse Murdoch 19 


Depletion, Depreciation and Coal Mining by F. Addison Jones 31 


Exclusions from Taxable Income and How to Acquire Them 
by Melvin H. Levy 42 


The ‘‘Pour-Over’’ Technique in Estate Planning 
by Charles N. Schenck, Ill 57 


Pension and Profit-Sharing Plans: Fallacies and Facts 
by Meyer M. Goldstein 71 


West Virginia Tax Institute 























Tue West Virginia Tax Institute, Inc., is a 
nonprofit educational organization sponsored 
jointly by the College of Commerce of West 
Virginia University, the West Virginia Society 
of Certified Public Accountants and the West 
Virginia State Bar. Its primary purpose is to 
improve the level of tax knowledge and prac- 
tice in West Virginia. As a principal means 
of furthering this purpose, it sponsors and 
arranges an annual three-day institute, con- 
sisting of the presentation of papers, panels 
and discussions. The subjects, covering a wide 
range, are related in general to federal and 
state taxes, and are chosen to appeal to an 
equally wide audience, consisting of lawyers, 
accountants, businessmen, corporate control- 
lers, trust officers, insurance men, tax officials, 
students and others. 


In addition to the five papers published 
here, a number of other speakers presented 
papers or conducted discussions on various 
topics. 


BOARD OF DIRECTORS 

President Harold Getrost, CPA, Huntington, West Virginia 
E. Jackson Boggs, Attorney, Huntington, West Virginia 
Norman A. Clarke, CPA, Charleston, West Virginia 


H. Richard Hartzler, College of Commerce, West Virginia University, Morgan- 
town, West Virginia 


William E. Reddicks, CPA, Bluefield, West Virginia 


Henry S. Schrader, Attorney, Wheeling, West Virginia 


Charles P. Skaggs, CPA, College of Commerce, West Virginia University, Mor- 
gantown, West Virginia 


Charles B. Stacy, Attorney, Charleston, West Virginia 


Vern H. Vincent, Assistant Dean, College of Commerce, West Virginia Univer- 
sity, Morgantown, West Virginia 


LOCAL ARRANGEMENTS COMMITTEE, Cochairmen 


Charles W. Loeb, Attorney, Charleston, West Virginia 
J. F. Witschey, CPA, Charleston, West Virginia 








January, 1960 @®© TAXES—The Tax Magazine 








Effect of Subchapter S 
on Decisions as to Form 
of Business Organization 


By CONVERSE MURDOCH 


The author is a member of the 
law firm of Barnes, Dechert, Price, 
Myers & Rhoads, Philadelphia. He 


was formerly special assistant to 
the Chief Counsel for the Internal 
Revenue Service and a member 

of the Legal Advisory Staff of the 
United States Treasury Department. 


UBCHAPTER S§ of the Internal 
Revenue Code of 1954" was added 

by the Technical Changes Act of 1958.’ 
In general, Subchapter S_ provides 
that, in the case of a qualifying cor- 
poration, corporate profits are taxed 
to the shareholders whether distri- 
buted or retained. This provision was 
enacted for the stated purpose of 
permitting “businesses to select the 
form of business organization desired, 
without the necessity of taking into 
account major differences in tax con- 
sequence.” * At first glance, such a 
provision would seem to be the an- 
swer to the businessman’s tax dream. 
However, closer inspection indicates 
that the provision in its present form 
is appealing to a limited group and 
can, if not handled with extreme care, 
prove to be a dangerous booby trap. 
By no stretch of imagination can 
Subchapter S be described as eliminat- 
ing tax considerations from decisions 
as to form of business organization. 





*Except where otherwise indicated, all 
references to the Code are to the Internal 


Revenue Code of 1954; all references to 
sections are to sections of the 1954 Code. 
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However, in limited circumstances, 
it may minimize the effect of tax 
considerations. 


The benefits of Subchapter S treat- 
ment are available only to a corporation 
which qualifies as a “small business 
corporation.” That term is statutorily 
defined as a domestic corporation which 
is not a member of an affiliated group 
(as defined for consolidated return 
purposes) and which has ten or fewer 
shareholders, each of whom is an in- 
dividual or an estate; does not have 
a nonresident alien shareholder; and 
has only one class of stock.‘ 

These tests seem fairly simple to 
meet. However, it is to be antici- 
pated that at an early age in the life 
of a typical business corporation the 
normal flow of events will cause the 
corporation to either become hope- 
lessly disqualified or at least approach 
a position in which disqualification 
is constantly imminent. 

The death of a shareholder poses 
a constant threat to Subchapter S 
status. Passage of a decedent’s stock 
to a testamentary trust immediately 
terminates Subchapter S status. The 
normal desire (attributable to pa- 
rental and marital concern) to make 
gifts of stock of successful corpora- 
tions may cause the corporation to 
flunk the ten-or-fewer-stockholders test. 


7P. L. 85-866, Sec. 64. 

7S. Rept. 1983. 85th 
1958-3 CB 922, 1008. 

*Code Sec. 1371(a). 





Cong., 2d Sess., 





If a corporation is a member of an 
affliated group (that is, the owner 
of over 80 per cent of the stock of 
another corporation), it is not entitled 
to Subchapter S treatment even though 
it does not join in filing a consolidated 
return.® Under the statute as origi- 
nally enacted, once a corporation had 
qualified as an electing small business 
corporation, it did not lose that status 
by subsequently acquiring an 80 per 
cent or more interest in another cor- 
poration.® 


At the last session, Congress en- 
acted an amendment to the definition 
of an includable corporation for con- 
solidated return purposes which has 
the effect of terminating a Subchapter 
S election of a corporation which ac- 
quires an over 80 per cent interest 
in a subsidiary corporation.’ 

As originally enacted, the limita- 
tion on the number of shareholders 
was construed to mean that each spouse 
is to be considered a separate stock- 
holder if the stock qualifies as com- 
munity property. The same was true 
of each individual participating in joint 
ownership, as through a tenancy in 
common or tenancy bv the entirety. 
However, stock held by a guardian, 
custodian, agent or nominee will be 
considered held by the beneficial owner 
for purposes of the ten-or-fewer-share- 
holders rule. Stock held by a voting 
trust is considered held by the trust 
and stock owned by a partnership is 
not treated as owned by the partners.® 

The rule on joint ownership of stock 
by spouses was changed by P. L. 
86-376 to provide that stock owned 
by a husband and wife under com- 
munity property laws or as joint tenants, 
tenants in common or tenants by the 
entirety shall be treated as_ being 
owned by one stockholder. It should 





*Code Sec. 1371(a). 
° Proposed Treasury Reg. Sec. 1.1371-1(c), 
published March 12, 1959. 


ous 
1959. 


86-376, approved September 23, 
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be noted that this recent change is 
limited to stock held by a husband 
and wife. Thus, stock held jointly 
by a brother and sister will be treated 
as being owned by two persons. The 
new rule is effective for taxable years 
beginning after December 31, 1959. 

The proposed regulations state that 
even though a grantor is considered 
the owner of trust corpus under the 
trust taxation provisions of the Code 
(for example, a fully revocable trust), 
the trust—and not the constructive 
owner—will be treated as the share- 
holder for purposes of determining 
whether a shareholder is other than 
an individual. This rule is difficult 
to reconcile with the flat assertions 
in subpart E of Subchapter J that 
in the situations there described the 
grantor of a trust (or another person 
in some cases) “shall be treated as 
the owner” of trust property. 

The proposed regulations state that 
in determining whether a corporation 
has more than one class of stock, only 
issued and outstanding stock will be 
considered.'° Thus, a corporation with 
authorized but unissued preferred stock 
may qualify. The proposed regula- 
tions provide that the mere fact that 
a group of shares are eligible to vote 
for a number of directors proportion- 
ate to the number of shares in each 
group will not constitute such group 
of shares as a separate class of stock. 
Special note should be made of the 
emphasis in the regulations on pro- 
portionality. Thus, if common stock 
is divided into two classes, with each 
class entitled to elect one half of the 
directors, the corporation can qualify 
under Subchapter S so long as there 
are outstanding an equal number of 
each class of shares. However, under 
the rule stated in the proposed regu- 
lations, the corporation would be dis- 





* Proposed Reg. Sec. 1.1371-1(d). 
* Proposed Reg. Sec. 1.1371-1(d). 
* Proposed Reg. Sec. 1.1371-1(g). 
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qualified if the outstanding shares of 
either class exceeded by even one the 
outstanding shares of the other class. 


The Treasury has added a new 
twist to the thin incorporation puzzle 
by providing in the proposed regu- 
lations that “stock which is improperly 
designated as a debt obligation” may 
constitute a prohibited second class 
of stock for Subchapter S purposes. 
That means that where the Service 
contends that what purports to be a 
stockholder loan to a corporation is 
in reality further equity capital, it 
will simultaneously take the position 
that the purported debt constitutes 
a prohibited second class of stock 
which destroys Subchapter S quali- 
fication. Previously, the only penalty 
for being the loser in the thin incor- 
poration game was a reverter to the 
starting line with the loser in no 
worse position than he would have 
been had the “stockholder loan” from 
the outset been treated as a capital 
contribution—plus, of course, the ad- 
ditional penalty of payment of de- 
ficiency interest. Now, however, if 
there is a Subchapter S corporation 
involved in a losing thin incorpora- 
tion dispute, the penalties may well 
be disastrous. The old results of dis- 
allowance of interest deductions and 
dividend treatment for principal re- 
payments will follow. In addition, all 
corporate profits treated as taxable 
to the shareholders under Subchapter 
S will be taxed to the corporation 
by virtue of the retroactive loss of 
Subchapter S status. To the extent 
the corporation has made dividend 
distributions either actual or construc- 
tive (as through “loan”’ repayments), 
the corporate profits suddenly taxed 
to the corporation will not be re- 
moved from the taxable income of 
the shareholder. Thus, a fall from 
Subchapter S status can result in 
double taxation with a vengeance. 


The statute refers to Subchapter S 
treatment as available to “small busi- 
ness” corporations. However, the statu- 
tory definition of that term *' imposes 
no limits on the size of the capital 
or assets of a qualifying corporation. 
“Closely held” would be a more de- 
scriptive label for a corporation qual- 
ifying under Subchapter S. 


Restrictions Based on Income 


In addition to tests having to do 
with the number and types of share- 
holders and classifications of stock, 
Subchapter S contains tests relating to 
the nature of a corporation’s income: 

A corporation’s election is termi- 
nated in any year in which more than 
80 per cent of its gross receipts is from 
sources outside the United States.’ 

A Subchapter S election shall ter- 
minate for any taxable year during 
which more than 20 per cent of its 
gross receipts is from royalties, rents, 
dividends, interest, annuities, and sales 
or exchanges of stock or securities. 
This particular rule has sometimes 
been referred to as prohibiting receipt 
of more than 20 per cent of “per- 
sonal holding company income.” In 
fact, the lead caption of the applica- 
ble subsection so identifies it..* How- 
ever, the provision does not adopt 
in whole the definition of personal 
holding company income for personal 
holding company tax purposes. For 
example, for personal holding com- 
pany tax purposes, rental income does 
not throw a corporation into the per- 
sonal holding company status if it 
constitutes more than 50 per cent of 
corporate income. The same is true 
of mineral, oil and gas royalties where 
certain business deductions constitute 
more than 15 per cent of gross income." 
On the other hand, rental or mineral 
royalty income, if it amounts to more 
than 20 per cent of the gross receipts 





" Code Sec. 1371 (a). 
™ Code Sec. 1372(e) (4). 
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of the corporation, can destroy the 
Subchapter S election whether or not 
it constitutes more than 50 per cent 
of the corporation’s income."® 


The proposed reguiations provide 
that income may constitute royalties for 
Subchapter S disqual'fication purposes 
even though such incoine constitutes 
capital gain for other purposes of the 
Code, such as Section 631(b) or (c), 
relating to disposals of timber and 
coal, or Section 1235, relating to patent 
royalties.*® 


The proposed regulations in effect 
state that rental income, for purposes 
of Subchapter S, does not include 
room rents for hotel-type and motel- 
type accommodations where significant 
services are rendered to the occupant. 
Using the same test, the regulations 
provide in effect that apartment-house 
rentals do constitute rent for Sub- 
chapter S purposes, since the services 
rendered in apartment houses, such 
as cleaning entrance ways and lob- 
bies, are not services rendered to the 
occupant. In view of the adoption 
of the test of services rendered to 
occupants, for purposes of determin- 
ing the status of apartments and hotels, 
it is difficult to understand the rule 
in the regulations that rent from office- 
building space qualifies as rent. Park- 
ing-lot fees are excluded from rent, but 
charges for warehousing of goods are 
considered rents unless the warehousing 
involves “significant services.” 1" 

It is important to note that the 
source-of-income test is couched in 
terms of a percentage of gross re- 
ceipts rather than taxable income or 
net income, This means that in de- 
termining whether rents constitute 
more than 20 per cent of a corpora- 





3 Code Sec. 1372(e)(5). 


afl Reg, Sec. 1.1372-4(b) (5) (iii). 
* Proposed Reg. Sec. 1.1372-4(b) (5) (ii). 
* Code Sec. 1372(e)(5). 

* Proposed Reg. Sec. 1.1372-4(b) (5) (viii). 
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tion’s receipts, there is no allowance 
for depreciation, rental commissions, 
and similar deductibie items. On the 
other hand, in case of sales of securities, 
only the excess of sales prices over 
bases is treated as part of gross re- 
ceipts.7%* Securities gains and losses 
are not netted for this purpose.’® 


As in the case of the personal hold- 
ing company definition, sales of assets 
other than stock or securities do not 
result in proscribed income. Accord- 
ingly, profits from land sales do not 
affect the Subchapter S election whether 
the land is considered a capital or a 
noncapital asset. 


Comparison 
with Partnership Status 


Subchapter S has sometimes been 
referred to loosely as a provision per- 
mitting corporations to be taxed as 
partnerships. This is not an accurate 
description of Subchapter S. The real 
effect of Subchapter S is to continue 
to treat electing corporations as such 
for all purposes, except the taxation 
of their profits directly to the share- 
holders rather than to the corporation.”° 


State Tax Effects 


The fact that Subchapter S does 
not convert corporations into part- 
nerships is illustrated by the fact that 
the Subchapter S corporations will 
continue to be liable for state taxes 
on corporate net income even in those 
states which tie their corporate in- 
come tax to federally determined tax- 
able income.”* 


The shift from the corporate level 
to the stockholder level of the tax on 
corporate income creates a problem 


* Compare Subchapter R, which provides 
true corporate treatment for certain part- 
nerships which elect such treatment. 

* For example, see letter from Pennsyl- 
vania Department of Revenue, December 
15, 1958, 106 Pittsburgh Legal Journal 9; 
139 Legal Intelligencer (Philadelphia) 119. 
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in those states where the federal in- 
come tax is a deduction in computing 
corporate taxable income for state 
income tax purposes. Viewed purely 
as a matter of equity, there is much 
to be said for the proposition that 
in the case of Subchapter S corpora 
tions, the federal income tax paid by 
the shareholders has the same eco- 
nomic effect as if the tax had been 
paid by the corporation and that, ac- 
cordingly, the tax at the shareholder 
level should be deducted in figuring 
taxable income for state income tax 
purposes. 

However, leaving the equities of 
the situation aside, there can be no 
doubt that viewed strictly as a mat- 
ter of the legal incidence of the tax, 
the Subchapter S tax is not a tax 
on the corporate entity and, there- 
fore, it is difficult to fit in within the 
rule permitting deduction by the cor- 
porate taxpayer of its own taxes. 


The impact of various state taxes 
and the interplay of taxes of several 
states in the case of multistate busi- 
ness operations are very important 
considerations in determining whether 
to incorporate and elect under Sub- 
chapter S or to operate in a partner- 
ship form. Use of the multicorporate 
form for engaging in interstate busi- 
ness often permits compartmentaliza- 
tion of income for state tax purposes 
and tends to minimize double state 
taxation of business income. 


On the other hand, interstate oper- 
ations are more difficult to compart- 
mentalize for state tax purposes if the 
partnership or sole proprietorship 
form is adopted. The variety and 
combination of factors which enter 
into this consideration are practically 
limitless when the problem is consid- 
ered in the abstract. However, when 
interstate activities are contemplated, 
the effects of the form of doing busi- 
ness on the state tax burden must be 
fully explored. 


* Code Sec. 706(b). 
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Operating Problems 


One of the first items on any check 
list of steps to be taken in establish- 
ing a new business is the adoption 
of a fiscal year. Since the business 
fiscal year is the period for income 
tax reporting, the selection of an ap- 
propriate fiscal period can have im- 
portant effects on the amount and 
timing of tax liabilities of the busi- 
ness and its owners. In enacting the 
1954 Code, Congress attempted to 
prevent tax avoidance, minimization 
and deferral which was often possible 
through adroit selection of fiscal years 
by providing that a partnership could 
not select a fiscal year different from 
that of its principal partners without 
the consent of the Treasury based 
upon a showing of an adequate busi- 
ness purpose.?? This means that in 
establishing a new partnership in which 
the principal partners are on a calendar- 
year basis, the partnership must like- 
wise report on a calendar-year basis 
unless it can convince the Internal 
Revenue Service that there are good 
business reasons and no tax avoid- 
ance motives for the use of a fiscal 
vear ending other than on December 
31. Prior to the enactment of the 
1954 Code, it was possible for part- 
ners reporting on a calendar-year basis 
to select a fiscal year for the partner- 
ship ending early in a calendar year 
so that taxation of partnership profits 
at the partners’ level could be deferred 
until the year following that in which 
they were actually paid to the part- 
ners. This was by virtue of the rule 
that partnership profits are report- 
able in the income of the partner for 
the year in which or with which the 
partnership fiscal year ends. 

Subchapter S contains a rule very 
similar to that in the partnership 
provisions for determining the tax- 
able year of a shareholder in which 
corporate income is to be reported 
and taxed.?* Possibly through an over- 





% Code Sec. 1372(b). 


23 





sight, Congress in enacting Subchapter 
S did not impose any conditions on 
the selection of a fiscal year by a 
Subchapter S corporation. Accord- 


ingly, a Subchapter S corporation can 
select a fiscal year which will result 
in a maximum deferral of income taxa- 
tion of its profits in much the same 
manner as was possible for partner- 
ships in the pre-1954 Code years. 


Where the principal owners of a 
business are to render substantial per- 
sonal services in connection with the 
operation of the business, incorpora- 
tion and election under Subchapter 
S often provide an opportunity for 
substantial tax saving through estab- 
lishment of deferred compensation plans 

not available if the partnership or pro- 
prietorship form is used. The Internal 
Revenue Service has consistently taken 
the position that a proprietor or partner 
cannot be a participant in a qualified 
pension, profit-sharing or stock-bonus 
plan which permits deferral of taxa- 
tion of what amounts to compensa- 
tion set aside for future payment. 
This is true even though there is no 
dispute as to the fact that the part- 
ners or sole proprietor actually ren- 
der personal services in the business. 
The rule is based entirely upon a strict 
reading of the requirement in the de- 
ferred compensation provisions of the 
Code that the deferred compensation 
plan must be for the “exclusive” bene- 


fit of empl ryees.** 


Since Subchapter S does not have 
the effect of turning a corporation into 
a partnership, it follows that stockholder 
employees of a Subchapter S corpo- 
ration are nonetheless employees, even 
though the corporation is not a tax- 
paying entity and its profits are taxed 
directly to the stockholders. Accord- 
ingly, in a Subchapter S corporation, 

*Code Sec. 401(a); I. T. 3268, 1939-1 
CB (Part 1) 196; Rev. Rul. 56-23, 1956-1 
CB 598. 

* The fact that this is an attractive fea- 
ture of Subchapter S is best attested to by 
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there can be a qualified deferred 
compensation plan which includes 
among its beneficiaries stockholder 
employees. Since the corporate employ- 
er’s contributions under such a deferred 
compensation plan are deductible in com- 
puting taxable income, they reduce 
the amount of income taxable to the 
shareholder employee and, at the same 
time, the shareholder employee is not 
required to include his share of such 
contributions in currently taxable in- 
come. This is one of the most attrac- 
tive features of Subchapter S.*° 

Along the same lines, Subchapter 
S permits stockholder employees to 
enjoy other tax-free fringe benefits, 
such as group term life insurance 
coverage and excludable sick pay under 
disability plans. These tax benefits 
are not available to sole proprietors 
or partners. 


Business Losses 

In considering the form of organi- 
zation for a new business, it is usually 
reasonable to assume that the first 
few years of operation will be loss 
vears. There are, of course, many 
fortunate exceptions to this general- 
ization, but most businessmen realize 
that the combination of tooling-up 
expenses, lag in acquisition of cus- 
tomers, high depreciation deductions, 
and similar factors will tend to pro- 
duce operating losses during the initial 
period of operation. 

If the new business is operated in 
a partnership form, the losses can be 
utilized in the individual tax returns 
of.the partners. On the other hand, 
if the corporate form is adopted and 
a Subchapter S election is not in ef- 
fect, the losses are not available di- 
rectly to the shareholders, but may 





the fact that there are already reports that 
the Treasury intends to ask Congress to 
eliminate this feature of the law. See No- 
vember, 1959 Journal of Taxation, at p. 278. 
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be utilized by the corporation as a 
net operating loss carry-forward to 
offset future profits. If a Subchapter 
S election is in effect, the corporation’s 
operating become _ avail- 
able to the stockholders.*® A Sub- 
chapter S corporation’s loss for any 
year is allocated on a pro-rata basis 
among all persons who have been 
stockholders during the taxable year. 
The proration is based upon the num- 
ber of days during the year that each 
shareholder held his stock.** The cor- 
porate loss is taken into account by 
each shareholder for the shareholder's 
taxable year in which or with which 
the taxable year of the corporation 
f A owns 50 per cent 


losses 


ends.** Thus, if 
of the stock of a Subchapter S cor- 
poration during its entire fiscal year 
beginning July 1, 1959, and ending 
June 30, 1960, B owns the other 50 
per cent of the Subchapter S stock 
from July 1, 1959, to December 31, 
1959, and C owns a 50 per cent in- 
terest from January 1, 1960, to June 
30, 1960, one half of the corporation’s 
will be available to A, one 
quarter to B, and one quarter to C, 
and each of the three will take his 
share of the loss into account in his 
personal return for the calendar year 
1960. This is the result, even though 
B owned no stock of the Subchapter 
S corporation during any part of 1960 
and even though the entire loss oc- 
curred during the second half of the 
corporation’s fiscal year. The alloca- 
tion of corporate losses among share- 
holders on a pro-rata basis is to be 
contrasted with the method of report- 
ing corporate profits of a Subchapter 
S corporation. Profits are taxable to 


loss 


those persons who are shareholders 
on the last day of the corporation’s 
taxable year.*® Thus, if A owns 100 
per cent of the Subchapter S corpora- 
tion’s stock for 364 days and B owns 
100 per cent of the Subchapter S 
corporation’s stock on the 365th and 
last day of the corporation’s taxable 
year, the entire undistributed profits 
of the Subchapter S corporation for 
that taxable year is included in the 
income of B, whereas if, for the same 
taxable year, the Subchapter S corpo- 
ration had had a loss, 1/365 of the loss 
would have been allowable to B and 
the balance to A. This is a matter 
which bears watching in representing 
persons buying or selling stock of cor- 
porations subject to the provisions 
of Subchapter S. 

For net operating loss carry-over 
and carry-back purposes, a taxable 
year during which a Subchapter S 
election is in effect is ignored except 
for purposes of counting the number 
of years of the life of the net operat- 
ing loss carry-back or carry-over.*° 
Assume a corporation has a Subchap- 
ter S election in effect for the year 
1960 and, during that year, has a net 
operating loss. During the year 1961, 
the corporation has an additional net 
operating loss, but does not have a 
Subchapter S election in effect. The 
1960 loss is not available as a carry- 
back or carry-over to any other year 
of the corporation. That year’s loss 
is available to the shareholders and 
may constitute a part of an individual 
shareholder's net operating 
permitting him to carry it back or 
carry it forward, depending upon the 


loss, 





* Code Sec. 1374. 
* Code Sec. 1374(c). 


* Code Sec. 1374(b). As indicated by 
proposed Reg. Sec. 1.1374-1(b)(2), this rule, 
as set forth in the originally enacted Sub- 
chapter S, served to make unavailable to 
any taxpayer the pro-rata share of a Sub- 
chapter S corporation’s loss otherwise at- 
tributable to a shareholder who dies before 
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the end of the corporation’s taxable year. 
P. L. 86-376 eliminated this unfair result 
by permitting the decedent’s share of the 
corporate loss to be taken in the decedent’s 
final return. 

* Code Sec. 1373(b). 

* Code Sec. 172(h); proposed Reg. Sec. 
1.1374-1(a). 
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usual circumstances. The operating 
loss of the corporation for 1961 (the 
year in which the Subchapter S elec- 
tion was not in effect) is first carried 
back to the year 1959 (the second 
preceding taxable year) but without 
adjustment for any 1960 events. 


If it is doubtful that the owners 
of a business will be able to use the 
business losses advantageously in the 
initial years of operation, forgoing the 
Subchapter S election will at least 
permit the initial years’ operating 
losses to be carried forward against 
future corporate income rather than 
being wasted at the shareholder level. 


It often happens that a new busi- 
ness is susceptible to division between 
two or more corporations. This sug- 
gests the possibility of segregating 
what, it is anticipated, will be profit- 
able operations into one corporation, 
while those operations which are likely 
to result in initial losses can be put 
into a separate corporation. There is 
no requirement that _ brother-sister 
corporations be consistent in electing 
Subchapter S treatment. Thus, it is 
possible for a Subchapter S election 
to be filed for the initial loss corpora- 
tion while the initial profit corpora- 
tion can forgo the Subchapter S elec- 
tion. The Subchapter S corporation’s 
loss can pass through to the share- 
holders who can at the same time be 
insulated from income of the profit- 
able corporation. 


A shareholder may utilize the oper- 
ating loss of a Subchapter S corpora- 
tion only to the extent of his adjusted 
basis for his stock in the corporation 
plus his adjusted basis for any in- 
debtedness of the corporation to the 
shareholder. These bases are deter- 
mined as of the last day of the taxable 
year during which the corporate loss 
occurs or as of the last day on which 
a shareholder owns stock in the’ cor- 


* Code Sec. 1374(c) (2). 
* Code Sec. 704(d). 
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poration. This limitation may result 
in a situation where at least part of 
a corporation’s operating loss may be 
unavailable to the corporation or to 
any stockholder. This could occur 
where a new stockholder purchases 
at a low price all of the stock of a 
loss corporation. Assuming the cor- 
poration continues to lose money 
after the new owner acquires its stock 
and the new owner files a Subchapter 
S election, the corporation’s loss may 
well exceed his cost basis for his 
stock. In that event, the operating 
loss of the corporation, to the extent 
it exceeds his basis for the stock, will 
be unavailable to the stockholder and 
may not be used as an operating loss 
carry-over against future income of 
the corporation. This is to be contrasted 
with the comparable partnership pro- 
vision which limits the availability 
of partnership losses in the hands of 
partners to the partner’s adjusted 
basis for his partnership interest. How- 
ever, in the case of the partnership, 
any partnership loss in excess of such 
basis may be later allowed as of the 
end of a partnership year in which 
the excess is repaid to the partner- 
ship.** Thus, the partnership losses 
in excess of a partner’s basis may be 
“put on ice” and utilized when and if 
the partner makes good the loss. On 
the other hand, the excess Subchapter 
S corporation loss vanishes com- 
pletely even though the shareholder 
later contributes additional capital or 
otherwise increases his basis for his 
stock or creditor interest. 


losses 


Subchapter S_ corporation 
available to a shareholder (whether 
or not actually utilized) first reduce 
the basis for a shareholder’s stock. 
Any losses in excess of the basis of 
stock are then applied in reduction of 
the stockholder’s basis for corporate 


indebtedness to him.** On the other 


*® Code Sec. 1376(b). 
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hand, undistributed corporate profits 
actually included in a stockholder’s in- 
come but not actually distributed to 
him increase his basis for stock, but 
not the basis for corporate debt.** 
This means that it is possible for 
losses to reduce to zero the basis for 
both stock and debt. However, sub- 
sequent undistributed profits are ap- 
plied entirely against stock basis, 
leaving the debt basis at zero unless 
new stockholder loans are made. 


Capital losses furnish another il- 
lustration of the differences between 
taxation of Subchapter S corporations 
and their stockholders, on one hand, 
and partnerships and their partners, 
on the other. In the case of a part- 
nership, a capital loss on sale or ex- 
change of partnership assets is treated 
as a pro-rata capital loss to each part- 
ner and is, accordingly, available to 
offset the partner’s personal capital 
gains and $1,000 of ordinary income. 
In the case of a Subchapter S corpo- 
ration, capital losses are available 
only to the corporation as an offset 
against capital gains. If the Sub- 
chapter S corporation has no capital 
gains during a year when it has a 
capital loss, the capital loss cannot be 
availed of by the stockholders. How- 
ever, it is available to the corporation 
as a capital loss carry-over for five 
succeeding taxable years. 


Capital Gains 


Ordinarily—in the case of a part- 
nership—gains, losses, income items, 


deductions and credits are passed 
through the partnership conduit di- 
rectly to the individual partners ; such 
items retain, in the hands of the part- 
ners, the same attributes which they 
had in the hands of the partnership.*® 
Thus, a partnership is not entitled to 
a charitable-contribution deduction in 
computing its taxable income, but 


* Code Sec. 1376(a). 
* Code Sec. 702. 
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each partner is entitled in his individual 
return to claim a charitable-contribu- 
tion deduction for his proportionate 
share of partnership contributions. A 
Subchapter S corporation, on the other 
hand, is limited in its charitable-con- 
tribution deduction to the corporate 
limit of 5 per cent of taxable income.** 


The one point at which partner- 
ships and Subchapter S corporations 
receive similar treatment with regard 
to carry-through of tax attributes is 
with respect to capital gains. Net 
capital gains of a Subchapter S corpo- 
ration are segregated and included 
as such in the taxable incomes of the 
shareholders in proportion to their 
respective inclusions of corporate 
profits.*? 


Shortly after the enactment of Sub- 
chapter S, there was considerable dis- 
cussion to the effect that the carry- 
through of capital gains attributes 
from a Subchapter S corporation to 
its shareholders had created a wide 
loophole in the collapsible corpora- 
tion provisions. This was based upon 
the claim that since a corporation 
could often sell an asset and achieve 
capital gains status for the proceeds of 
the sale, this capital gains status carried 
through to the shareholder level even 
though a sale by a shareholder of the 
same asset would have resulted in 
ordinary income treatment and even 
though the sale of the corporation’s 
stock by the shareholder would have 
likewise resulted in ordinary income 
under the collapsible provisions. These 
hopes for a loophole in the collapsi- 
ble corporation provisions were at 
least dampened by the provision in 
the proposed regulations to the effect 
that in determining whether gains 
from the sale of assets resulted in 
capital gains or ordinary income, the 
character of the asset should be deter- 
mined with reference to the share- 


* Code Sec. 170(b) (2). 
* Code Sec. 1375(a). 





holders rather than with reference to 
the corporation.** This is obviously 
aimed at the collapsible corporation 
problem. 


The proposed regulations contain a 
provision that Subchapter S is not 
available for corporations in the proc- 
ess of liquidation or contemplating 
liquidation.*® This provision was re- 
portedly inserted to prevent what 
amounts to Section 337 treatment for 
partial liquidations. 

There is no statutory basis for either 
of the last two mentioned provisions 
of the proposed regulations. 


Dividend Distributions 

The first step for transferring cor- 
porate taxable income of a Subchapter 
S corporation to the shareholder level 
is to compute the taxable income of 
the corporation. This is done in the 
same general manner as for a regular 
corporation. The exceptions in the 
computation of an S corporation’s in- 
come are that there is no net operating 
loss deduction and the dividends-re- 
ceived deduction is eliminated. 


From the adjusted taxable income 
of the corporation there is subtracted 
the amount of any money distributed 
as a dividend during the taxable year 
to the extent that the dividend repre- 
sented a distribution of earnings and 
profits of that taxable year. The re- 
sulting figure is “undistributed tax- 
able income.” *° The undistributed 
taxable income is then treated as if it 
had been distributed on the last day 
of the taxable year to all stockholders 
in proportion to their stock interests 
as of the last day of the corporation’s 


taxable year.*’ It is this amount 





* Proposed Reg. Sec. 1.13 
” Proposed Reg. Sec. 1.13 
*” Code Sec. 1373(c). 
* Code Sec. 1373(b). 
“ Code Sec. 1373(b). 
* Code Sec. 1376(a). 
“ Code Sec. 1375(d) 
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which is included in the taxable in- 
come of the individual stockholders 
for their taxable years with which or 
in which the corporation's taxable 
year ends.*? The computation of the 
undistributed taxable income of the 
corporation which is includable in 
“ach shareholder’s income is in itself 
a relatively simple matter. However, 
if such undistributed taxable income 
is not actually distributed as a divi- 
dend during the taxable year in which 
it arose, the corporation and its share- 
holders may face extremely serious 
complications in the event of later 
actual dividend distributions. 


Each shareholder is entitled to in- 
crease the basis for his stock in the 
corporation by the amount of any un- 
distributed taxable income actually 
included in his gross income.** If 
undistributed taxable income for any 
taxable year is distributed in a later 
taxable year to the same person who 
actually included such amount in a 
prior year and if there has been no 
break in the Subchapter S election, 
such shareholder may exclude from 
his taxable income any amounts re- 
ceived as a dividend in the later year 
to the extent that the distribution 
was out of previously undistributed 
taxable income of the corporation.** 
It is important to note that this right 
to receive tax-free dividends is per- 
sonal to the stockholder who actually 
reported the undistributed taxable in- 
come in a prior year.*® 

This rule will operate as a very dis- 
astrous trap for many shareholders in 
Subchapter S corporations. For ex- 
ample, assume that a husband owns 
100 per cent of the stock of a Sub- 
chapter S corporation which has un- 


roposed Reg. Sec. 1.1375-4(e). It should 
also be noted that a shareholder may “keep 
his foot in the door” for purposes of later 
realization tax-free of previously taxed in- 
come by retaining a part of his stock and 
selling the rest. 





45 P 


TAXES—The Tax Magazine 





distributed taxable income which the 
husband has included in his personal 
return for the year 1959. During the 
year 1960, the husband transfers half 
his stock to his wife or his children. 
After such gift is made, the corpora- 
tion distributes a dividend out of 
1959 earnings and profits which have 
already been taxed to the husband. 
Such dividend distributions to the 
donees of the shareholder who has 
already paid the tax on these amounts 
are fully taxable to the donees under 
the usual dividend rules, even though 
the distributions to the donor-father 
may be excludable. 


Another serious trap in the scheme 
of taxation of previously undistributed 
taxable income lies in the requirement 
that the later distributions must be in 
a year during which the Subchapter 
S election is in effect,*® and there 
must not have been any break in the 
Subchapter S election between the 
time of the corporation’s earning of 
the undistributed taxable income and 
the year of the distribution to the 
shareholders.*7 Assume that a cor- 
poration during the year 1959 has a 
valid Subchapter S election in effect 
and has undistributed taxable income 
which is taxed to its sole shareholder. 
During the year 1960, the Subchapter 
S election is either voluntarily or in- 
voluntarily terminated. The Sub- 
chapter S election is reinstated in the 
year 1966 and, at that time, the 1959 
corporate profits which have already 
borne an individual income tax at the 
shareholder level are distributed to 
the same shareholder who originally 
reported them in his 1959 return. The 
1966 distribution will be treated as a 
dividend distribution from an ordi- 
nary corporation and presumably will 
be fully taxable. 


Probably the best way to avoid the 
traps inherent in the rules relating to 
later distributions of undistributed 


* Code Sec. 1375(d)(1). 
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taxable income is to attempt at all 
times to keep actual distributions in 
line with undistributed taxable in- 
come. Often, sound business judg- 
ment requires that the corporation’s 
‘arnings and profits be plowed back 
into the business rather than 
tributed as dividends. This plow- 
back can be accomplished by the 
shareholders who receive actual dis- 
tributions equal to the corporation’s 
current earnings lending them to the 
corporation. Such an arrangement 
should be as informal as possible, 
since any arrangement which puts a 
shareholder under a legal commit- 
ment to lend dividends to the cor- 
poration may furnish grounds for the 
Commissioner's later contending that 
there was no actual distribution in 
the year the earnings were realized 
by the corporation. 


dis- 


The Subchapter S method of taxing 
undistributed taxable income to the 
shareholders points up another dif- 
ference between Subchapter S treat- 
ment and partnership treatment. In 
a partnership, any item of income in- 
cludable in the returns of the partners 
generally has the same characteriza- 
tion and attributes as the income had 
in the hands of the partnership. As 
indicated above, this is true in the 
case of a Subchapter S corporation 
only with respect to net long-term 
capital gains. Thus, if a corporation 
has tax-free municipal bond interest, 
such income, while excludable from 
the gross income of the corporation, 
nevertheless enters into the computa- 
tion of earnings and profits of the cor- 
poration and, accordingly, furnishes a 
source of taxable dividend distributions. 


Assuming that a Subchapter S cor- 
poration makes no actual dividend 
distributions during a year when it 
has tax-exempt income, the tax-ex- 
empt income will not be taxed to the 
shareholders, since it will not enter 


* Code Sec. 1375(d)(2)(A). 
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into the computation of undistributed 
taxable income. However, if the S 
corporation makes actual dividend 
distributions during such a year, they 
will be considered distributions out of 
earnings and profits for that year and 
will result in the taxation of the cor- 
porate exempt income to the share- 
holders. The same rules operate with 
respect to the excess of percentage 
depletion over cost depletion, since 
only cost depletion is recognized for 
purposes of computing earnings and 
profits, while the generally greater 
percentage depletion is the factor 
used in determining undistributed 
taxable income.** 

These differences between Sub- 
chapter S and partnership treatment 
indicate that wherever percentage de- 
pletion or exempt income items are 
sizable factors in the proposed busi- 
ness, the maximum tax saving to the 
shareholders is achieved by use of the 
partnership form rather than the Sub- 
chapter S corporate form. 


It is important, in considering the 
form of business organization, to note 
that a Subchapter S election generally 
requires the unanimous consent of all 
shareholders *® and that a bona-fide 
shift in shareholdings during the year 
can cause the termination of the Sub- 


chapter S election.°® This points to 
the need for careful advance planning 
in setting up what is intended to bea 
Subchapter S corporation so as to 
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minimize the chances of one share- 
holder’s holding out against the mak- 
ing of the election and to guard against 
an inadvertent termination of an elec- 
tion through transfers of shares. If 
there is any doubt that all initial 
shareholders will consent to an elec- 
tion, there should be an agreement 
among them covering this point. The 
possibility of a loss of election through 
stock transfers to persons unwilling 
to continue the election can best be 
guarded against by a usual closed 
corporation type of buy-sell agree- 
ment under which the corporation 
and the stockholders limit the rights 
of any shareholder to transfer shares 
without prior offerings to the corpo- 
ration or other shareholders. 


Conclusion 
Subchapter S undoubtedly offers 
valuable assistance to many closely 
held businesses. However, the more 
it is studied the more it becomes ob- 
vious that it is an extremely delicate 
tool, which must be handled with ex- 
treme care. Additionally, once a Sub- 
chapter S election has been filed, the 
business advisor must be constantly 
on guard to see that the Subchapter 
S corporation stays on the track and 
that its fiscal affairs are managed in 
such a way as to avoid the serious 
pitfalls inherent in the Subchapter S 
method of handling corporate and 
shareholder tax problems. 
[The End] 


The art of taxation is attempting to keep pace with modern 
invention, but some knobby problems do come up in this 


race with science. Here’s one: 


Knobs for radio or television 


receiving sets are not “radio and television components,” so 
they are not subject to excise tax when bought as replacement 
or repair parts. However, if those knobs are used as knobs 

on an automobile radio or television receiving set, they are 
taxable. This use puts them in the category of automobile 
arts or accessories.—Rev. Rul. 59-374 

parts or accessories.—hev. Kul. 97-3/4. 


* Proposed Reg. Sec. 1.373-1(g), Ex- 


ample (2). 
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*” Code Sec. 1372(a). 
© Code See. 1372(e) (1). 
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Depletion, Depreciation 


and Coal Mining 


By F. ADDISON JONES 


The author is employed as a 
valuation engineer in the Internal 
Revenue Service, Washington, D. C. 
However, no part of this paper can 
be taken as an official or quasi- 
official utterance since the author 
has no authority to speak for 

the Internal Revenue Service. 


HIS PAPER covers four subjects 

which have arisen from issues 
common to the depletion and depre- 
ciation area of the federal income tax- 
ation of coal and coal mining. They 
are in the following order: (1) Will 
a strip miner be allowed depletion 
when he has no direct investment in 
coal in place? (2) What expenditure 
may be deducted as a result of the 
recession of the working faces? (3) 
Can a taxpayer use any device for 
recovery of both cost and percentage 
depletion from the same property? 
(4) Why salvage value now and not 
30 years ago? 


Will Strip Miner Be Allowed 
Depletion When He Has No 
Direct Investment in Coal? 

Since 1950 there has been much 
litigation in regard to the question of 


*G. C. M. 26290 cites Ludey v. U. S., 1 
ustc {[ 234, 274 U. S. 295, relating to cost 
depletion. Numerous decisions show con- 
clusively that what was said in respect of 
cost depletion is also true of percentage 
depletion. See U. S. v. Dakota-Montana Oil 
Company, 3 ustc J 1067, 288 U. S. 459 (Con- 


gress, by providing percentage depletion 
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under what circumstances, if any, a 
strip-mine contractor has the right to 
claim a depletion deduction. The In- 
ternal Revenue Service had taken the 
position in G. C. M. 26290, 1950-1 CB 
42, that under certain circumstances, 
as the result of the construction of 
the statute by the courts, a strip-mine 
contractor could have the right to a 
depletion deduction. 


The memorandum states that the 
deduction for depletion is a statutory 
privilege provided by Sections 23(m) 
and 114(b) of the 1939 Code (the 
subsequent provisions covering the 
same privilege in the 1954 Code are 
Sections 611 and 613). It states that 
the deduction for depletion is not to 
be regarded as a special bonus for 
enterprise and willingness to assume 
risks, but as granted under Sections 
23(m) and 114(b) of the Internal 
Revenue Code of 1939, it is designed 
to provide for the tax-free recovery 
of a portion of the income realized 
in the business of extracting minerals 
in order to compensate for the loss 
of capital value due to the exhaustion 
of the mineral deposit which occurs 
in the mining process.’ 


allowance, did not intend to break with 
the past and narrow the function of that 
allowance); Herring v. Commissioner, 35-1 
ustc § 9012, 293 U. S. 322 (nature and pur- 
pose of percentage depletion the same as 
cost); Anderson v. Helvering, 40-1 vustc 
| 9479, 310 U. S. 404 (granting of an arbi- 

(Continued on following page) 
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This General Counsel’s memorandum 
further points out that the allowance 
for depletion is broad enough to pro- 
vide for every case in which the tax- 
payer has acquired by investment any 
interest in the mineral in place and 
has secured by any form of legal re- 
lationship the right to share in the 
income derived from the extraction 
and sale of the mineral to which he 
must look for recovery of his capital. 
The formal attributes of instruments 
between the parties or the descriptive 
terminology which may be applied by 
local law are irrelevant, and regardless 
of the technical ownership of the ore 
before severance a taxpayer may, by 
contract, acquire a valuable property 
interest in the mineral, which permits 
the realization of a gross income from 
mining by exercising the rights granted 
by the agreement. The right to share 
in the proceeds from the sale of the 
mineral following extraction is analog- 
ous to the right to share in the mineral 
itself, and the depletion deduction 
must be equitably apportioned on the 
basis of the relative economic inter- 
ests of each of the parties sharing in 
the production of the mineral.* 

Drawing from these principles, 
G. C. M. 26290 took the position that 
a strip-mine contractor possesses a 
depletable economic interest if he is 


dependent solely upon the production 
and sale of coal for the recovery of 


capital consumed in the process of 
extracting the coal from the ground 
under a contract with a coal owner 
or operator. The rights and duties 
granted the contractor under such a 
contract had to be substantially those 





(Footnote 1 continued) 
trary deduction as a depletion deduction 
was permitted by Congress in the interest 
of convenience, and merely emphasizes the 
underlying theory of allowance as a tax- 
free return of capital consumed in the pro- 
duction); Burton-Sutton Oil Company, Inc. v. 
Commissioner, 46-1 ustc J 9243, 328 U. S. 25. 

*See U. S. v. Ludey, cited at footnote 1; 
Helvering v. Bankline Oil Company, 38-1 ustc 
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of a lessee and must be of substantial 
duration. The contract could not be 
canceled at will or upon nominal 
notice. In order to qualify as a prop- 
erty right under the memorandum, 
the term could not be less than one 
year or a period less than the time 
it took the contractor to remove a 
substantial portion of the mineral. 
The basic facts of cases which have 
been litigated since the promulgation 
of G. C. M. 26290 are very similar. 
The owner of a coal deposit makes an 
agreement with a contractor-stripper 
(other methods of mining than strip 
mining may be involved) under which 
the miner agrees to mine and remove 
all or some part of the coal and de- 
liver the product to the owner at a 
preparation plant or into railrbad cars. 
The owner usually sells the coal. 
However, he may use it in his own 
industrial plant. The stripper is usually 
paid a fixed price, but his compensa- 
tion in a number of cases was geared 
to the selling price of the coal or to 
the wage rate for labor. Some of the 
agreements were terminable by either 
party at will or on short notice or on 
default, while some were drawn to 
last until the deposit was exhausted. 
Most instruments written in 
one form or another, while some were 
oral. The contracts might call for 
minimum tonnages to be produced 


were 


and delivered. 

It was obvious from some contracts 
that the stripper was required to 
make substantial investment inextrica- 
bly associated with the coal. Others 
were required to invest only in mobile 
79154, 303 U. S. 362; Palmer v. Bender, 3 
ustc J 1026, 287 U. S. 551; Kirby Petroleum 
Company v. Commissioner, 46-1 ustc { 9149, 
326 U. S. 599; Section 29.23(m)-1, Regs. 111 
(“possibility of profit” from the use of the 
right over production, dependent solely upon 


extraction and sale of the mineral which 
marks a depletable economic interest therein). 
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Congress should not wait too long 
before tax reform is decided upon 
and put into effect. There is 

grave danger we will wait until a 
recession gets deep to do something 
about it.—Lothair Teetor, former 
Assistant Secretary of Commerce. 


machinery, which the courts appar- 
ently do not consider to be so closely 
associated with the coal. 

Underlying the controversy as to 
whether a stripper or independent 
contract miner had a depletable eco- 
nomic interest in the the 
argument as to whether the contract 
was merely a labor contract. Ordi- 
narily, the stripping contract differed 
from what is commonly known as a 
labor contract today. 


coal was 


An independent strip miner may 
be classified as an entrepreneur since 
he normally furnishes all equipment, 
supplies, labor and know-how under 
the contract and is paid a price based 
on the volume of coal produced. An in- 
dependent strip-mining contract usually 
contains a requirement that the stripper 
assume a certain part or the whole of 
the management responsibilities of 
the mining enterprise. A labor con- 
tract, on the other hand, as it is known 
today, usually provides for wages and 
hours for individuals or classes of in- 
dividuals, and avoids any assignment 
of management responsibilities to the 
individual under such a contract. The 
employee is furnished equipment, sup- 


plies and all services necessary for 


Wages are 
usually directly related to the amount 
of laber performed or more nearly 
related to the amount performed than 
is the compensation paid an independ- 


the production of coal. 


ent contractor. 





All courts of appeals as.well as the 
Tax Court, whether or not in agree- 
ment with each other, spend little 
time classifying the contract under 
any designation such as “labor con- 
tract.”” However, look at three elements: 
(1) the presence or 
investment in equipment, road con- 
struction, structures or expenditures 
making the coal accessible for pro- 
duction, (2) the termination clause 
or the substantiality of the contract 
and (3) the relationship between the 
stripper’s compensation and the sale 
or other disposition of the mineral 
product. These same elements are 
applied in G. C. M. 26290 to delineate 
a depletable economic interest in the 
case of contract miners. 


absence of an 


From a superficial examination of 
the cases handed down by the Tax 
Court and the United States Courts 
of Appeals for the Third and Ninth 
Circuits, as compared to those of the 
Fourth Circuit, it appears that the 
Tax Court and the Third and Ninth 
Circuits have more nearly followed 
G. C. M. 26290 than has the Fourth 
Circuit. The Third Circuit, in the 
past, attached significance to heavy 
investments in machinery and equip- 
ment,®? but in more recent cases has 
dismissed this factor where 
penditure for machinery and equip- 
ment was not inextricably associated 
with the coal in place.* 


the ex- 


The Fourth Circuit appears to have 
adopted the position that where a 
contractor makes a_ substantial in 
vestment (despite an at-will or 
nominal-notice cancellation clause) 
while the owner knowingly stands by, 
the cancellation clause could not 
mean what it The stripper 
would not have made the investment 
if his rights were insubstantial.® 


says. 








* Mammoth Coal Company, CCH Dee. 20,395, 


22 TC 571, 577 (1954). 

‘Huss v. Smith, 58-2 ustc 99579, 255 F. 
2d 599 (CA-3), and Parsons v. Smith, 58-2 
ustc J 9580, 255 F. 2d 595 (CA-3). 
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* Commissioner v. Gregory Run Coal Com- 
pany, 54-1 ustc J 9342, 212 F. 2d 52 (CA-4). 





Perhaps only one decision fully sup- 
ports the view of the General Coun- 
sel’s memorandum that the agreement 
should have a term of at least a year, 
since others cite 30 days to six months. 
In the case of Usibelli v. Commis- 
sioner, 56-1 ustc § 9142, 229 F. 2d 
539 (CA-9, 1955), the army had made 
a contract with Usibelli to mine and 
deliver coal. The compensation paid 
Usibelli was so much per ton of coal. 
The contract was a typical government 
contract for goods to be manufac- 
tured, but was not a typical strip- 
mining contract. In addition to the 
at-will cancellation clause, it contained 
a provision that the government 
would pay the cost plus a profit for 
any unfinished work upon cancella- 
tion. Apparently, if Usibelli had made 
any expenditure irrevocably tied to 
the coal which had not been recovered, 
upon the termination of the contract 
the government assured him of re- 
covery of cost plus a profit. Such a 
provision not only confirmed that the 
at-will clause meant what it said, but 
also kept the strip-mining contractor 
from being wholly dependent upon 
production for 
consumed.® 


recovery of capital 


Tax Court cases indicated that a 
term of three months (or even less) 


will suffice, if the stripper has the right 





*See footnote which states contract price 
was subject to adjustment upon cancellation 
in Usibelli v. Commissioner. 

"H. W. Findley, CCH Dec. 18,266(M), 10 
TCM 363, and Virginia B. Coal Company, 
CCH Dec. 21,545, 25 TC 899. 

5 See Palmer v. Bender, cited at footnote 2, 
and Burton-Sutton Oil Company, Inc. v. Com- 
missioner, cited above, which states that the 
cost of investment to the beneficiary of 
percentage depletion is unimportant—it is 
the income from severance of the 
mineral from the ground; Kirby Petroleum 
Company v. Commissioner, cited at footnote 
2. Theoretically, the aggregate sum allowed 
for depletion would equal the cost or value 
of a natural resource at the time of acquisi- 
tion or discovery by the taxpayer. However, 
administrative difficulties in view of uncer- 
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There is no support in our Nation's 
history for the assumption that 

sharp cuts in our military spending 
have special economic repercussions. 
—The Morgan Guaranty Survey. 


to mine at full capacity or a specified 
amount.’ 


The third element—that a contrac- 
tor must look solely to production or 
sale for recovery of his investment or 
capital interest as the coal is exhausted 
—is the most important requirement.® 
The investment in the coal in place 
and the cancellation clause do not ap- 
pear to be as important. If the 
stripper’s compensation is related to 
the owner’s gross income or net profit 
from the sale of the coal, the courts 
have been nearly unanimous in stat- 
ing that the contractor has an eco- 
nomic interest.° On the other hand, 
when the operator pays the contrac- 
tor a fixed amount per ton, the Third 
and Ninth Circuits have found situa- 
tions where they ruled that the con- 
tractor did not have an economic 
interest. The Ninth Circuit, in the 
Usibelli case, found that the contractor 
did not have an economic interest 
where the contractor was paid by the 
ton of coal produced and the contract 
was cancelable at will. However, if 
the contract was canceled without 





tainties of quantities at time of acquisition, 
that is, at the purchase of property or dis- 
covery of mineral have brought Congress to 
provide for arbitrary percentage allowance. 
In addition, see more recent cases which 
emphasize that the basic purpose of the 
depletion allowance has never changed de- 
spite changes in methods of computation 
(Southwest Exploration Company, 56-1 ustc 
§ 9304, 350 U. S. 308, and Parsons v. Smith 
and Huss v. Smith, 59-1 ustc { 9366, 359 
U. S. 215). 

®* James Ruston, CCH Dec. 19,310, 19 TC 
284; Denise Coal Company, CCH Dec. 22,714, 
29 TC 528 (on appeal); H. W. Findley, 
cited at footnote 7; Paul E. Barry, Inc., 
CCH Dec. 20,825(M) 14 TCM 37; and Com- 
missioner v. Gregory Run Coal Company, 
cited at footnote 5. 
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notice, the government was required 
to make an adjustment for any unre- 
covered cost. The Tax Court also 
found that the contractor did not 
have an economic interest when paid 
by the ton where other factors were 
involved.*° In nearly every instance 
where the stripper’s compensation 
was geared to the sales price even in 
part or depended upon the salability 
of the coal, the courts found that the 
contractor had a depletable economic 
interest.” 


The Fourth Circuit has sustained 
an economic interest in cases where 
the owner incurred a definite obliga- 
tion to pay a fixed price per ton 
geared to costs of producing coal and 
changing with increase either in labor 
costs or market price.”” 


With these areas of confusion as to 
economic interest, the granting of 
certiorari by the Supreme Court in 
the Huss v. Smith and Parsons v. Smith 
cases ** brought hope that the Court’s 
opinion would provide a philosophy 
which could be readily applied to all 
economic-interest cases. The Court, 
however, set forth seven factual ele- 
ments, the combinations of which 
prevented the contractors in both the 
Huss and Parsons cases from having 
an economic interest. 

The 


as follows: 


seven factual elements were 
(1) The contractors had 
no investment in the mineral in place 
—only in mobile equipment. (2) Their 
investment in machinery was recov- 
erable through depreciation, not de- 
pletion. (3) The contracts were 


completely terminable without cause 
on short notice. (4) The landowners 
did not agree to surrender, and did 
not actually surrender, to petitioners 
any capital interest in the coal in 
place. (5) The coal at all times, even 
after it was mined, belonged entirely 
to the landowners, and the contrac- 
tors could not sell or keep any of it, 
but were required to deliver it to the 
landowners. (6) The contractors were 
not to have part of the proceeds of 
the sale of coal, but were paid a fixed 
sum for each ton. (7) The contrac- 
tors agreed to look only to the land- 
owners for all sums to become due 
them under the contract, and the 
agreement by the landowners to pay 
the contractors was a personal cove- 
nant and did not purport to grant 
them an interest in the coal in place." 


From this recapitulation from the 
Supreme Court opinion in the Huss v. 
Smith and Parsons v. Smith case, it 
seems clear that, consistent with the 
position taken in G. C. M. 26290, the 
Supreme Court regards the posses- 
sion of a capital interest in the mineral 
in place as essential to ownership of 
the economic interest which is requi- 
site for the allowance of the deduc- 
tion for depletion under the regulations 
and court decisions. From the de- 
cision it is apparent that the contrac- 
tor could obtain such a capital interest 
by a direct investment in the mineral. 
However, the fact that a contractor 
does not have a direct investment in 
the mineral does not appear to negate 
the possibility of such a party’s hav- 
ing an economic interest.*> Further, 





*® Morrisdale Coal Mining Company, CCH 
Dec. 19,291, 19 TC 208. 

™ See Virginia B. Coal Company, cited at 
footnote 7; Walter Bernard McCall, CCH 
Dec. 21,991, 27 TC 133; Denise Coal Com- 
pany, CCH Dec. 23,019(M), 17 TCM 532; 
Matagorda Shell Company, CCH Dec. 22,875, 
29 TC 1060. 

Commissioner v. Hamill Coal Corporation, 
57-1 ustc J 9259, 239 F. 2d 347 (CA-4, 1956); 
Weirton Ice & Coal Supply Company v. Com- 
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missioner, 56-1 ustc 7 9404, 231 F. 2d 531 
(CA-4). 

* Cited at footnote 4. 

* Parsons v. Smith and Huss v. Smith, cited 
at footnote 8. 

* Burton-Sutton Oil Company, Inc. v. Com- 
missioner, cited at footnote 1, and Lynch v. 
Alworth-Stephens Company,‘ 1 ustc { 117, 
267 U. S. 364, and Southwest Exploration 
Company v. Commissioner, 56-1 ustc { 9304, 
350 U. S. 308. 
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it appears that where the contractor 
makes no direct investment in the 
mineral and, under his contract, the 
right to extract the mineral is subject 
to arbitrary cancellation by the coal 
company on short notice, the contrac- 
tor does not acquire a capital interest 
in the mineral despite the fact that 
he has been permitted to extract the 
coal for a substantial period of time 
and has made a substantial invest- 
ment in facilities and equipment not 
inextricably associated with the coal. 

Although a contractor may not 
have made a direct investment in the 
coal in place, he may nevertheless ac- 
quire a capital interest in coal under 
an agreement where his right to ex- 
tract the coal is not subject to arbi- 
trary cancellation by the coal company 
on short notice. It is believed that 
where a contractor secures the right 
to share in the proceeds of the sale 
of the coal and where the expendi- 
tures made by the contractor are re- 
coverable solely from such a share of 
the production or its proceeds, the 
expenditures are to be considered as 
an investment which will result in 
possession by him of a depletable 
economic interest in the coal. 

It is also believed that where the 
stripping contractor is entitled to a 
percentage or other specified portion 
of the sales price obtained by the coal 
company from the sale of 
subject to the conditions discussed 
above, that fact should be accepted as 
the 
the 
der 


the coal 


right to share in the mineral or 
proceeds therefrom. Where; un- 
the agreement, the payment to 
the contractor of a stipulated amount 
per ton or other unit of coal extracted 
by him is dependent upon the sale or 
salability of the coal or where the 
payment varies with the market price, 
that should be regarded as sharing of 
the proceeds of sale by the contractor. 


It appears, therefore, that, despite 
the claims of some, a direct invest- 
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ment in the coal in place may not be 
essential in all instances in order that 
a contract miner have an economic 
interest. 


What Expenditures 
May Be Deducted as Result 
of Recession of Working Face? 


All the taxpayers faced with the 
question of the effect of the recession 
of the working face realize that they 
are entitled to the recovery of the ex- 
penditures caused thereby but are 
uncertain as to whether it is all allow- 
able in the year of expenditure or should 
be spread over the years benefited. 

Provisions in the regulations relat- 
ing to situations under which the cost 
of mining equipment may be expensed 
go back to the year 1919. Treasury 
Regulations 45, promulgated under 
the Revenue Act of 1918, provided in 
Article 222 that prior to the produc- 
tion stage all expenditures for plant 
and equipment should be charged to 
a capital account and recovered through 
depreciation. Thereafter, the cost of 
major items of plant and equipment 
should be capitalized, but the cost of 
minor items of equipment and plant 
necessary to maintain the normal out- 
put and the cost of replacement could 
be charged to current expense of 
operation. 

In the year 1930 after the above 
provision had been dropped from the 
current regulations, the late Judge 
Parker of the United States Court of 
Appeals for the Fourth Circuit, speak- 
ing for the court, decided the case of 
Marsh Fork Coal Company v. Lucas, 
2 ustc § 550, 42 F. 2d 83, the leading 
case involving the prior regulations. 
The court reversed the Board of Tax 
Appeals and held that electric loco- 
motives, mine and rails 
could be expensed under the particu- 
lar circumstances described in the 
case. Aside from reliance upon prior 
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regulations and accounting authori- 
ties, the court reflected its reasoning 
in the following statement : 


“Ordinarily it is true that the pur- 
chase of machinery having a life 
greater than one year is to be charged 
to capital and not to expense, for 
ordinarily such machinery is_ pur- 
chased either to increase production 
or to decrease cost and in either event 
to add to the value of the property. 
Expenditures such as those here in- 
volved, however, are not made either 
to increase production or to decrease 
cost of operation. They do not add 
to the value of the property, and are 
not made for that purpose. They 
are made solely for the purpose of 
maintaining the capacity of the mine 
as the working faces of the coal re- 
cede. They represent the cost, as it 
were, of bringing forward the work- 
ing plant of the operator, which is 
made necessary as the coal is re- 
moved from the mine and the tunnels 
increase in length. 

“It is possible, of course, to think 
of the increased trackage and the in- 
creased number of mine and 
locomotives by the 
lengthening tunnels as an increase of 


cars 
made necessary 
the capital investment in the mine; 
but the trouble is that this theory 
leads to the ridiculous result that, 
with the increase of investment, the 
property becomes less valuable, and 
that, when the investment is complete, 
the property is practically worthless. 
It is much more reasonable, we think, 
to consider expenditures for trackage, 
cars, and locomotives to maintain 
normal output as being an expense 
necessitated by the removal of the coal 
which has lengthened the 
and an expense which, in any fair 
system of accounting, should be 
charged against the coal so removed. 


tunnels, 


“When an operator has removed 


sufficient coal to extend his tunnels 
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so that he cannot maintain produc- 
tion with the equipment which he 
has, he must as a matter of course lay 
down more track and put in more 
cars and locomotives. The question 
is, shall the expense thereby incurred 
be charged against the coal, the 
removal of which necessitated the ex- 
penditure to maintain normal opera- 
tion, or against the coal yet unmined ? 
We think it is fair to charge against 
the coal which has been mined the 
expense which its removal has neces- 
sitated. We think, also, that this is 
the only practicable method of ac- 
counting. To capitalize the expendi- 
tures made to maintain normal output 
means that the cost of’ removal is 
pyramided against the coal farther 
back in the mine, with the result that 
the coal nearest the head house will 
appear to have been mined at ab- 
normal profit and that farther back 
at a loss.” 

The regulation covering this issue 
since 1932 and as it now stands (Sec- 
tion 39.23(m)-15(a) of Regulations 


118) was intended as an approval and 
application of Judge Parker’s reason- 
ing in the Marsh Fork case. The court 


there stated that the expenditures in- 
volved were made solely for the pur- 
pose of maintaining the capacity of 
the mine as the working face receded 
and did not increase production or 
decrease the cost of operations or add 
value to the mine—all 
quirements were incorporated in the 
regulations in the year 1932. 


of which re- 


The result is that the regulation 
allows the expensing of those items 
which, as the court 
stated with respect to the items in- 
volved in the Marsh Fork case, repre- 
sents “the cost, as it were, of bringing 
forward the working plant of the 
operator which is made necessary as 


of equipment 


is removed from the mine and 
the tunnels increase in length.” 


CC al 
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Subsequent to the Marsh Fork case 
and the promulgation of the regula 
tions, the government, in the many 
cases tried up to the year 1952, failed 
to draw a distinction between items, 
contending only that the equipment 
expenditures were not expensible be- 
cause the items had a life greater than 
a year. 


The district courts, as well as the 
Tax Court, rejected that contention, 
relying on the Marsh Fork case and, 
among other things, seem to have 
concluded that certain types of equip- 
ment as used did not fulfill the prin- 
ciples set forth in the Marsh Fork 
case. It appears that the courts 
clearly did not mean to extend the 
coverage of the Marsh Fork case in 
any event to equipment other than 
that which serviced the underground 
production plant. 


During the period from 1930 to 
1952, with the government not vary- 
ing its contention that only minor 
equipment with a life less than a year 
was expensible, the courts named a 
variety of equipment, the cost of 
which could be expensed under the 
regulations and Marsh Fork decision. 
These items the various 
cases were steel rails, mining ma 
chines, machine locomotives, mules, 
motors, pumps, pipes, steel ties, trol- 
ley wire, fans, mine cars, rotary con- 
verters, transformers, portable air 
compressors, bonding machines, drum 
hoists, scraper loaders, underground 
electrical equipment, additions to a 
blacksmith shop, oil sheds, car pulls, 


listed in 


" West Virginia-Pittsburgh Coal Company, 


CCH Dec. 7194, 24 BTA 234; Tennessee 
Consolidated Coal Company, CCH Dec. 7217, 
24 BTA 369; Manchester Coal Company, CCH 
Dec. 7247, 24 BTA 577; Preston County Coke 
Company, CCH Dec. 7253, 24 BTA 646; 
Hutchinson Coal Company, CCH Dec. 7305, 
24 BTA 973; G. E. Cotton, CCH Dec. 7481, 
25 BTA 866; Cunard Coal Company, CCH 
Dec. 7601, 26 BTA 234; Franklin Coal Min- 
ing Company, 1933 CCH ¥ 9166; Connellsville 
Central Coke Company, CCH Dec. 7936, 27 
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shoe lasts, dies and patterns, loading 
machines, and rock slopes.’® Indeed, 
there is hardly a type of equipment 
outside the continuous miner which 
has not been named in some case. If 
this series of cases properly desig- 
nates the types of equipment the cost 
of which can be expensed, then all 
underground coal-mining equipment 
could be expensed. 


During this same period the rapid 
expansion of mechanical loading of 
coal occurred, increasing the amount 
of machinery used underground, and 
the cost of it, many times. It has 
been said that the investment per an- 
nual ton of production of coal in a 
mine in the year 1930 was approx- 
imately equivalent to $1, while as of 
the year 1952 it had increased to over 
$6. Also, during the years 1941 
through 1946, the tax law provided for 
an excess profits tax, as well as dur- 
ing the years 1950 through 1953. 
During these high-tax periods, the 
motive of some taxpayers in expens- 
ing the cost of large amounts of 
equipment was the reduction of these 
high taxes rather than the application 
of the principle under which the claim 
was made. The practice of expensing 
equipment regardless of principle 
was, indeed, invited by the fact that 
the Tax Court in several cases held 
various items expensible, citing the 
Marsh Fork and Roden decisions as 
authority for the expensing of the 
items involved without discussing the 
function of the items and the applica- 
tion of the principles laid down in the 





BTA 771; W. M. Ritter Lumber Company, 
CCH Dec. 8941, 30 BTA 231; Enterprise 
Coal Company v. Phillips, 36-2 uste J 9375, 84 
F. 2d 565 (CA-3); Brast v. Winding Gulf 
Colliery Company, 38-1 ustc J 9038, 94 F. 2d 
179 (CA-4); International Shoe Company, 
CCH Dec. 10,090, 38 BTA 81; U. S. »v. 
Little War Creek Coal Company, 39-2 ustc 
§ 9552, 104 F. 2d 483; Benedict Coal Cor- 
poration, CCH Dec. 13,387(M), 2 TCM 484; 
Roundup Coal Mining Company, CCH Dec. 
19,674, 20 TC 388. 
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A national budget demands hard 
choices just as does a family budget. 
The recognition of a need is 
the beginning, not the end, of any 
budget-making process. | recognize, 
however, that in reconciling 
competing demands within the total 
framework of a sound fiscal policy, 
the Congress, as well as the 
Executive Branch, has responsibility 
for the exercise of judgment. 
—President Eisenhower. 


leading cases. Each of many cases 
showed only a superficial considera- 
tion, given the principles set forth ir 
the Marsh Fork Coal Company case. 

It was not until the year 1952 that 
the court discussed the function of 
the items acquired and, thus, placed 
the Marsh Fork decision and the regu- 
lations in a better perspective. In that 
year the United States Court of Ap- 
peals for the Fourth Circuit decided 
the leading case of Commissioner v 
H. E. Harman Coal Corporation, 52-2 
ustc § 9487, 200 F. 2d 415. 

The court of appeals reversed the 
Tax Court in that case and held that, 
except for the cost of so many mine 
cars as may be found necessary be- 
cause of the greater haul made nec- 
essary by the recession of the working 
faces, the remaining expenditures 
were for capital improvements and, 
therefore, chargeable to the capital 
account. It is clear from the Har- 
man decision that to ascertain whether 
an item is expensible within the mean- 
ing of the Marsh Fork case and the 
regulation, it is first necessary to deter- 
mine whether it functions as part of 
the underground or surface production 
plant or part of the service equipment 
which supplies the underground pro- 
duction plant with supplies, air, trans- 
portation, power, drainage, etc. Having 
made such a determination, a taxpayer 
should determine whether the item is 
one of a recurring nature, the expendi- 
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ture for which is necessitated solely 
because of the recession of the work- 
ing faces of the mine (see Marsh Fork 
Coal Company v. Lucas, cited above). 
The Harman decision points directly 
to this requirement of recurrence when 
it states that only so many of the 
mine cars made necessary by the re- 
cession of the working face in the 
year of purchase could be expensed. 

Expenditures which solely relate to 
the maintenance of normal production 
because of a receding face are items 
that are recurring and actually fixed 
factors in the cost of production (Marsh 
Fork v. Lucas). Only equipment nec- 
essary in keeping pace with the reces- 
sion of the mine may be expensed 
under the current regulation. An im- 
provement that will take care of the 
recession in future operations of the 
mine for many years to come would 
require that those subsequent periods 
which are benefited by these improve- 
ments bear their share of the costs 
in order that the correct income for 


each year can be properly determined 
(see the Harman decision, cited above). 


The principles set forth by the Marsh 
Fork case as well as by Harman are 
not exceptions to good accounting prin- 
ciples. In a handbook for accountants 
the definition of a “revenue expenditure” 
is one, such as a repair, which bene- 
fits a current period and is charged 
as anexpense. An expenditure charge- 
able to a capital account is restricted 
to one that adds fixed asset units or 
that has the effect of increasing capac- 
ity, efficiency, span of life, or economy 
of operation of an existing fixed asset. 
(See the Accountants Handbook (The 
Ronald Press Company, Fourth Edi- 
tion, 1957), page 16.6.) The distinc- 
tion, whether in a mining enterprise 
or any other enterprise, between capi- 
tal and revenue expenditures is essen- 
tial to the proper matching of costs and 
revenue and to the accurate measure- 
ment of taxable net income. 
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If anyone has the idea that the 
principles set forth in Marsh Fork 
Coal Company afford special treatment 
of mines, reading of /nternational Shoe 
Company, CCH Dec. 10,090, 38 BTA 
81, should prove of interest. 


Can Any Device Be Used 
to Recover Cost and Percentage 
Depletion from One Property? 


Section 114(b)(4) of the 1939 In- 
ternal Revenue Code and the corre- 
sponding section of the 1954 Code 
limit the depletion allowed to an owner- 
operator or lessee-operator to the greater 
of cost or percentage depletion, but 
does not allow both. Section 117(k) (2) 
of the 1939 Code and the correspond- 
ing Section 631(c) of the 1954 Code 
state that a lessor is permitted to 
compute the tax on the difference 
between income received and the ad- 
justed depletion basis, plus certain 
expenses, at capital gains rates. 

On the basis of this last section, it 
would appear that a taxpayer might 
set up two wholly owned or related 
legal entities as a device for the re- 
covery of both cost and percentage 
depletion. Many taxpayers have at- 
tempted to do just this. The ques- 
tion is: Can it be done without being 
questioned ? 

Taxpayers, of course, are free to 
adopt any form of legal organization 
for conduct of their financial affairs 
that they desire and they may change 
from one to another. A corporation 
may lease from a subsidiary, or vice 
versa, and a partnership may do busi- 





“See Sec. 1.707-1(a) of the regulations 
under the 1954 Code; James E. LeSuer, CCH 
Dec. 13,499(M), 2 TCM 660 

*See Gregory v. Helvering, 35-1 vustc 
{ 9043, 293 U. S. 465; Commissioner v. Tower, 
46-1 ustc § 9189, 327 U. S. 280; Minnesota 
Tea Company v. Helvering, 38-1 ustc § 9050, 
302 U. S. 609; Griffiths v. Helvering, 40-1 ustc 
7 9123, 308 U. S. 355; Higgins v. Smith, 40-1 
ustc $9160, 308 U. S. 473; Helvering v. 
Alabama Asphaltic Limestone Company, 42-1 
ustc § 9245, 315 U. S. 179; and many others. 
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ness with a partner even though the 
partnership is a family partnership. 


The fact that an organization is a 
family corporation or partnership does 
not mean that the stockholders or 
partners are disqualified or precluded 
from contracting with, or leasing to, 
entities of which they are owners or 
part owners. Section 631(c) may, be 
interpreted as distinguishing between 
income received as royalties and in- 
come realized by the owner as a co- 
adventurer, partner or principal in the 
mining of coal in a single operation." 


It is well settled, however, and it 
is a big “however,” that for the pur- 
pose of the proper administration of 
the taxing statutes, transactions be- 
tween related or wholly owned legal 
entities are subject to special scrutiny 
to determine their true purpose and 
effect and that insignificant phases of 
an arrangement that add nothing of 
substance and reality and are merely 
for tax purposes should not prevail 
over substance and reality. The series 
of cases that uphold these proposi- 
tions are well known."* 


Although an arrangement may fall 
within the literal language of the 
Code, the recognition of the trans- 
action for tax purposes must not exalt 
artificiality over economic reality. All 
transactions must have a clear busi- 
ness purpose, and it must predominate 
over the tax purpose.”® It is the 
realities of the taxpayer’s economic 
interest rather than the niceties of 
the conveyancer’s art which determine 
the right to the depletion allowance.*° 





*® Ingle Coal Corporation, CCH Dec. 16,469, 
10 TC 1199; Riverpoint Lace Works, Inc., 
CCH Dec. 20,336(M), 13 TCM 463; Com- 
missioner uv. Transport, Trading & Terminal 
Corporation, 49-2 ustc J 9337, 176 F. 2d 570 
(CA-2). 

*® Doll v. Commissioner, 45-1 ustc ¥ 9275, 
149 F. 2d 239; Palmer v. Bender, cited at 
footnote 2; Anderson v. Helvering, cited at 
footnote 1; and Rev. Rul. 56-542, 1956-2 
CB az. 
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The answer to the question as to 
whether a taxpayer may use two re- 
lated or wholly owned legal entities 
as a device for avoiding the effect of 
Section 114(b)(4) of the 1939 Code 
or Section 613 of the 1954 Code, which 
limits the depletion deduction allowed 
to a taxpayer to the greater of cost 
or percentage depletion, but not both, 
is that it cannot be done when the 
predominant purpose of the legal ar- 
rangement of two legal entities is to 
avoid taxes. 


Salvage Value in Coal Mining 

It has been questioned whether a 
coal-mining company is required to 
set up salvage value for each depreci- 
able asset used in the business of min- 
ing coal. The question is a valid ques- 
tion in light of the circumstances. 

In the latter part of the 1920’s and 
the whole of the 1930's, the coal busi- 
ness suffered a severe slump. The 
business as a whole failed to make a 
profit from 1924 through 1939, ac- 
cording to the Treasury Statistics of 
Income. 


Comparatively speaking, there was 
only a small amount of equipment used 
in mining coal during those years. 
The underground equipment generally 
comprised mine cars, locomotives, track, 
trolley wire of small gauge, cutting 


machines, and very little else. The 
preparation plant on the surface 
merely screened the coal and whatever 
cleaning was done was by hand-picking. 
It was said that the investment in 
depreciable assets per annual ton of 
production amounted to $1 or $1.50. 

The sale of such equipment after 
use—if an attempt was made to sell it 
—brought little or nothing on the 
market even as scrap because the steel 
mills were operating well under capac- 
ity during the major part of that era. 

In 1934 or 1935, however, the use 
of mechanical loading began to rise 
rapidly. By 1954 or 1955, it was esti- 
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mated that 85 per cent of all coal 
produced in the United States was 
mechanically loaded, and continuous 
miners were being used in greater 
numbers. Large preparation plants 
which applied a mineral separation 
process as a means of separating the 
increased amount of undesirable ma- 
terial from the desirable coal were 
constructed at the majority of the 
substantial operations. The estimate 
of the depreciable investment per an- 
nual ton of production rose from the 
dollar or so in the latter part of the 
1920’s to $6 and $7 per annual ton in 
the 1950's. 

The forecasts for the future of the 
coal industry, if one can believe what 
he reads, are extremely optimistic, with 
estimates of from 600,000 to 1 million 
tons of coal as the annual production 
by the year 1975. Indeed, if the fore- 
casts are correct, the coal industry is 
at the threshold of its most 
perous era. 


pre S- 


Since salvage value may be defined 
as the sum (actual or estimated), over 
and above the cost of removal and 
sale, realized for a property retired 
from service, it is apparent that whether 
there is salvage value is a question of 
fact. Since it is question of fact, it 
would be reasonable to expect that the 
Internal Revenue Service found little 
reason to require salvage value on 
coal-mining equipment during the latter 
1920’s and the 1930’s when the small 
amount of used mining equipment 
sold brought little return. 

It is also apparent that, as of the 
year 1959, the amount of machinery 
used in a mine has increased and the 
outlook for the coal industry has ma- 
terially improved. The price of coal- 
mining machinery, whether second-hand 
or new, is substantial. Therefore, it 
would appear that the Internal Reve- 
nue Service, bolstered by such facts, 
would be justified, in most cases, in 
requiring salvage values to be esti- 


4] 





mated for equipment being used in 
the coal mines. 

The apparent change in the Inter- 
nal Revenue Service’s attitude in re- 


gard to salvage value in coal mines 
is the result of a change in pertinent 
facts since the 1920’s and 1930's. 


[The End] 


Exclusions from Taxable Income 


and How to Acquire Them 
By MELVIN H. LEVY 


The author is an associate 
in the Tax Department of Ernst & 
Ernst in Washington, D. C. 


Y TOPIC is basically inciuded 

in Part III, Subchapter B, Chap- 
ter 1 under Subtitle A of the Internal 
Revenue Code. It is interesting to note 
that Section 121, which is entitled 
“Cross References to Other Acts,” 
refers to 19 additional situations in 
our United States Code for exemp- 
tions of income. The references un- 
der Section 121 include such things as 
adjustment of indebtedness under 
wage earners’ plans as provided in the 
Bankruptcy Act; benefits 
under various laws; and exemptions 
under the Federal Reserve Act, the 
Merchant Marine Act, the Railroad 
Retirement Act and the Railroad Un- 
employment Insurance Act. This 
presentation will be limited to the 
Internal Revenue Code. In addition 
to Part III, such things as payments 
exploration, develop- 
ment and mining for defense purposes 
(Section 621); income exempt under 


veterans’ 


to encourage 


treaty (Section 894); earned income 
from sources without the United States 
(Section 911) ; and exemption for cer- 
(Section 912) will 


tain allowances 
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also be considered. This is merely 
an introduction to a number of exclu- 
sions and does not give extensive 
treatment to any particular one. 

Our subject matter of “exclusions’”’ 
should not be confused with “deduc- 
tions” from gross income or “credits” 
to tax. Exclusions are amounts that 
are exempt from tax; they simply are 
not taken into account in figuring 
gross income. Deductions are sub- 
tractions from gross income in arriv- 
ing at taxable income. Credits are 
direct reductions of tax. 


Certain Death Benefits 


In general, Section 101(a)(1) states 
that the proceeds of life insurance 
policies, if paid by reason of the death 
of the insured, are excluded from the 
gross income of the recipient. Death 
benefit payments having the charac- 
teristics of life insurance proceeds 
and payable by reason of death under 
contracts such as workmen’s compen- 
insurance contracts, endow- 
ment contracts, or accident and health 


sation 


insurance contracts are covered by 
this provision. The exclusion from 
gross income allowed by Section 101(a) 
applies whether payment is made to 
the estate of the insured or to any 
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beneficiary (individual, corporation 
or partnership) and whether it is 
made directly or in trust. 


Where life insurance policies are 
transferred, by assignment or other- 
wise, the amount of the proceeds at- 
tributable to such policy or interest 
which is excludable from the trans- 
feree’s gross income is generally limited 
to the sum of (1) the actual value of 
the consideration for.such transfer and 
(2) the premiums and other amounts 
subsequently paid by the transferee. 
The regulations? under Section 101 
give an example of this exclusion, as 
follows: 

“A pays premiums of $500 for an 
insurance policy in the face amount 
of $1,000 upon the life of B, and sub- 
sequently transfers the policy to C for 
$600. C receives the proceeds of 
$1,000 upon the death of B. The 
amount which C can exclude from his 
gross income is limited to $600 plus 
any premiums paid by C subsequent 
to the transfer.” 

In a series of transfers, if the last 
transfer of the life insurance policy or 
interest therein is for a valuable con- 
sideration, the final transferee shall 
exclude from gross income only the 
sum of the actual value of considera- 
tion paid by him, and the premiums 
and other amounts subsequently paid 
by him. The limitation on the amount 
excludable from the transferee’s gross 
income is not applied if the transfer is 
made to the insured, to a partner of 
the insured, to a partnership in which 
the insured is a partner, or to a cor 
poration in which the insured is a 
shareholder or officer. 

Basically the same rules with re- 
spect to the exclusion apply in a series 
of transferors.* Here the general rule 
is that the final transferee shall ex- 
clude from gross income only the sum 


of the actual value of the considera- 
tion paid by him, and the premiums 
and other amounts subsequently paid 
by him. 

In a gratuitous transfer,’ by assign- 
ment or otherwise, of a life insurance 
policy or an interest therein, the gen- 
eral rule is that the amount of the 
proceeds attributable to such policy 
or interest which is excludable from 
the transferee’s gross income under 
Section 101(a) is limited to the sum 
of (1) the amount which would have 
been excluded by the transferor if no 
such transfer had taken place and 
(2) any premiums and other amounts 
subsequently paid by the transferee. 
However, where the gratuitous trans- 
fer is made by or to the insured, a 
partner of the insured, a partnership 
in which the insured is a partner, or 
a corporation in which the insured is 
a shareholder or officer, the entire 
amount of the proceeds attributable 
to the policy or interest transferred 
shall be excludable from the trans- 
feree’s gross income. 


Employees’ Death Benefits 


Section 101(b) states the general 
rule that amounts up to $5,000 which 
are paid to the beneficiaries or the 
estate of an employee, or former 
employee, by or on behalf of an em- 
ployer and by reason of the death of 
the employee shall be excluded from 
the gross income of the recipient. 
The exclusion of this amount from 
gross income applies whether pay- 
ment is made to the estate of the 
employee or to any beneficiary (indi- 
vidual, corporation or partnership), 
whether it is made directly or in trust 
and whether or not it is made pur- 
suant to contractual obligations of 
the employer. This exclusion is not 
to be confused with items of income 
such as compensation, bonuses, un- 





* Reg. Sec. 1.101-1(b)(5). 
* Reg. Sec. 1.101-1(b)(3). 
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* Reg. Sec. 1.101-1(b) (2). 





salaries or unused leave 
which were payable to the employee 
immediately before his death. The 
total amount excludable with respect 
to any employee may not exceed 
$5,000, regardless of the number of 
employers or the number of bene- 
ficiaries. 


collected 


Interest 


The amount excluded from 
income, which is payable by reason of 
death or the $5,000 as an employee’s 
benefit, may carry with it interest 
payment. Under Section 101(c), in- 
terest payments are not to be ex- 
cluded from gross income. In other 
words, if the life insurance proceeds or 
the employee’s death benefits are held 
under an agreement to pay interest, 
the interest payment shall be included 
in the recipient’s gross income. 


gross 


Payment of Insurance Proceeds 
at Date Later Than Death 


Section 101(d) permits an exclu- 
sion of an amount held by an insurer 
with respect to any beneficiary. “The 
amount held by an insurer with re- 


spect to any beneficiary’ means an 
amount equal to the present value to 
such beneficiary, as of the date of death, 
of an agreement by which the in- 
surer, under a life insurance policy, 
agrees to pay such beneficiary an 
amount or amounts at a date or dates 
later than the death of the insured. 
In addition to the annual prorated 
amount held by the insurer, a sur- 
viving spouse is given an additional 
$1,000 exclusion with respect to any 
insured. This is an annual exclusion, 
which means that if two prorated 
payments were made in one calendar 
year, the surviving spouse would be 
able to exclude the prorated portion 
of the amount held by the insurer, 
plus $1,000. 





Now to make a number of com- 
ments on Section 101. Life insurance 
proceeds received because of the death 
of the insured are not excluded from 
the decedent’s estate;* therefore, 
while the decedent’s estate will not 
have income tax liability as a result 
of the insurance benefits, it will have 
an estate tax if the benefits are avail- 
able to the estate. Similarly, if the 
benefits are payable to a beneficiary 
other than the estate, there will be 
an estate tax if the insured possessed 
at his death any of the instances 
of ownership in the policy. These 
instances of ownership include such 
rights as change of beneficiary, sur- 
render or cancellation of the policy, 
assignment of it, revocation of an 
assignment, or pledge for a loan. 


It is also interesting to note that Sec- 
tion 101(b), which provides for the 
exclusion of $5,000 from employee's 
death benefits, is, in part, new to the 
1954 Code. Under the 1939 Code, 
payments up to $5,000 were excluded, 
provided there was a contract with 
an employer. Under the 1954 Code, 
this contract with the employer is 
not an essential prerequisite for the 
exclusion. On this point of the $5,000 
exclusion, many insurance companies 
have suggested, in situations where 
the employer is willing to pay the 
$5,000 benefit, that the employer take 
out an insurance policy on the em- 
ployee, payable to the company. The 
theory behind this is that the em- 
ployer will receive the $5,000 upon 
the employee’s death, which will pro- 
vide the cash to make the payment 
under Section 101(b). The proceeds 
of the insurance policy are not tax- 
able income but, on the other hand, 
the payment of the premiums is not 
a deductible item. Payment of the 
$5,000 employee benefit is, 
however, a deductible item. The 


as an 





*Code Sec. 2042. 
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employer stands to gain in this situ- 
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ation if the aggregate premiums are 
less than $5,000. In this event, he 
has a tax-free ride for the difference. 

A number of questions have arisen 
in situations where a corporation would 
like to pay an employee’s widow a 
“gratuity” in excess of the $5,000 limit. 
The problem here can be explained 
quite simply. If the corporation pays 
a gratuity, the Service may take the 
position that a gratuity is not an 
ordinary and necessary business ex- 
pense; therefore, the gratuity, as a 
gift, is not a deductible item. From 
the widow’s viewpoint, since it is a 
gift, it is not subject to income tax, 
but it will be subject to a gift tax. 
A number of cases*® which were de- 
cided under the 1939 Code held that 
a corporation was entitled to the de- 
duction even though the widow could 
include the payment as a gift. Where 
the corporation takes the deduction 
and the widow excludes it from gross 
income, the parties maintain incon- 
sistent positions. The corporation can 
defend but not be assured of the 
deduction if the corporate resolution 
recites that the payment is made “in 
recognition of past services” of the 
decedent. This evinces an intent to 
pay compensation, taxable to the 
widow, which is deductible by the 
corporation as deferred compensation 
under Section 404(a)(5). The proper 
tax treatment is undecided from these 
situations.® 

It is through Section 101(a)(2) 
that buy-and-sell agreements funded 
by life insurance policies are avail- 
able. In other words, Section 101(a) 
(2)(B) provides for an exception 
where the transfer for valuable con- 
sideration is to the insured, to the 
partner of the insured, to a partner- 


ship of which the insured is a part- 
ner, or to a corporation in which the 
insured is a shareholder or officer. 
It is also through the benefits of this 
section that split-dollar insurance is 
available to an employee. This is the 
type of insurance, written on an em- 
ployee’s life, where the employer is 
assigned as a beneficiary to the ex- 
tent of the cash surrender value and 
the employee names a beneficiary for 
the balance. In this type of plan, the 
employee pays the first year’s pre- 
mium, either with his own money or 


with borrowed money, and each suc- 
ceeding year the company pays part 
of the premium, in an amount equal 
to the year’s increase in the cash sur- 
render value of the policy. The em- 
ployee pays the balance, if any. The 
advantage of this plan is that the em- 
ployee, during his early years, has a 
high insurance coverage at a low cost. 
The employee’s insurance coverage 
goes down with each succeeding year 
because, as the cash surrender value 
goes up, the company’s share of the 
insurance proceeds increases. 


Gifts and Inheritances 

Property received as a gift or re- 
under a will or statute of 
descent distribution is 
cludable in gross income, although 
the income from such property is in- 
cludable. 


ceived 


and not in- 


A gift, bequest, devise or inherit- 
ance that is, by its terms, distribut- 
able at intervals is generally taxable 
income to the recipient. Any amount 
included in the gross income of the 
beneficiary under Subchapter J, “Es- 
tates, Trusts, Beneficiaries, and De- 


cedents,” will not be excluded from 





5 Alice M. MacFarlane, CCH Dec. 19,235, 
19 TC 9; Estate of Arthur W. Hellstrom, 
CCH Dec. 21,191, 24 TC 916; compare 
Estate of Edward Bausch, CCH Dec. 17,728, 
14 TC 1433, aff'd, 51-1 ustc § 9146, 186 F. 
2d 313. 
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“See Rev. Rul. 58-613, 1958-2 CB 914: 


Rodner v. U. S., 
Supp. 233. 


57-1 ustc § 9392, 149 F. 





gross income under Section 102. How- 
ever, under Section 663, which pro- 
vides for exclusions of gross income 
of beneficiaries of estates and trusts, 
an amount which, under the terms of 
the governing instrument, is properly 
paid or credited as a gift or bequest 
of a specific sum of money or a spe- 
cific property and which is paid or 
credited all at not more 
than three installments can be ex- 
cluded from the gross income of the 
beneficiary. An amount which can be 
paid or credited only from the income 
of the trust shall not 
considered as a gift or bequest of a 
specific sum of money; therefore, it 
is not within the exclusion. 


once or in 


estate or be 


Interest on Certain 
Government Obligations 


Section 103 states that interest on 
the obligations of a state, territory 
or possession of the United States, or 
any political subdivision thereof, or 
the District of Columbia is not in- 
cludable in gross income. Certificates 
issued by a political subdivision for 
public improvements, which are evi- 
denced by special assessments against 
specific property and which become a 
lien against such property which the 
political subdivision is required to 
enforce, are also obligations of po- 
litical subdivisions even though the 
obligations are to be satisfied by the 
special funds and not out of general 
funds or taxes. A municipal corpo- 
ration which has been delegated the 
right to exercise part of the sovereign 
power of the state, territory or pos- 
session of the United States is a po- 
litical subdivision. 


This discussion on tax-free munici- 
pals must be complemented with a 
few words about tax-free dividends 
from stocks. Certain companies which 
have adopted accelerated amortiza- 
tion or depreciation, together with 
other factors which have resulted in 
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elimination of earnings and _ profits, 
are able to pay dividends which are 
tax-free in whole or in part. It is not 
the purpose of this paper to sell stock, 
but, in passing, it is worthwhile to 
note that many publicly held corpo- 
rations (some listed) have in the past 
paid out—and in accordance with 
company estimates proposed in the 
future to pay out—tax-free dividends. 
The annual payments are not always 
100 per cent excludable. While some 
corporations have paid tax-free divi- 
dends for a number of years in the 
past, there is no assurance that they 
can continue to do so indefinitely. So, 
prior to the purchase of this type of 
security, it would be wise to investi- 
gate the company to determine the po- 
tential of its future tax-free dividends. 
\ 


Compensation 
for Injuries or Sickness 


Section 104 provides for the ex- 
clusion from gross income of disa- 
bility benefits. In general, it includes 
(1) compensation for injuries or 
sickness and (2) payments under 
employee accident or health plans. 
Compensation for personal injuries 
or sickness includes such things as 
workmen’s compensation payments, 
tort damage, accident and health in- 
surance (other than amounts received 
by an employee attributable to em- 
ployer financing), and certain pen- 
sions of the armed services. Receipts 
in these categories are excludable ex- 
cept for amounts attributable to the 
deductions allowed medical ex 
penses in any prior taxable year. lf 
an individual purchases an accident 
and health insurance policy out of 
his own funds, amounts received 
thereunder for personal injuries or 
sickness are excludable from gross 
income. If an employee receives an 
amount through a health or accident 
insurance policy which is paid for by 
the employer, the amounts are gener- 
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ally not excludable under Section 104. 
However, the amounts may be ex- 
cludable under Section 105. 


Amounts Received 
Under Health and Accident Plans 
Section 105 provides an exclusion 
for amounts paid directly or indi 
rectly to the taxpayer to reimburse 
him for expenses incurred for medical 
care of himself, his spouse and his 
dependents. Further, this section 
provides for an exclusion from gross 
income of amounts which constitute 
payment for permanent loss or loss of 
use of a member or function of the 
body, where the payment is computed 
with reference to the nature of the 
injury without regard to the period 
of the employee’s absence from work. 
Wage continuation plans for an em- 
ployee who is absent from work be- 
cause of personal injuries or sickness 
are also included in this section and 
are an exclusion from gross income 
but do not apply to the extent that 
such payments exceed a weekly rate 
of $100. The exclusion from the wage 
continuation plan does not apply to 
amounts attributable to the first 
seven calendar days of the period of 
the employee’s absence, unless the 
employee is hospitalized because of 
sickness for at least one day during 
such period. Section 105(e) specific- 
ally includes amounts received from 
accident and health plans for em- 
ployees or amounts received from any 
sickness or disability fund for em- 
ployees maintained by the law of a 
state, a territory or the District of 
Columbia as amounts received through 
accident or health insurance and 
therefore exempt. 


Contributions by Employer 
to Accident and Health Plans 

The Code permits an employer to 
make contributions to accident and 


health plans for compensation to his 
employees for personal injuries or 
sickness, and provides for the amounts 
so contributed by the employer to be 
excluded from the gross income of 
the employee. 


Now, to examine Sections 104, 105 
and 106 together. If an employer 
pays an employee’s accident and 
health plan, the employer has a de- 
ductible item.” A plan may cover one 
or more employees, and there may be 
different plans for different employ- 
ees or classes of employees.* The plan 
may be either insured or noninsured, 
and it is not necessary that the plan 
be in writing or that the employee’s 
rights or benefits under the plan be 
enforceable. Thus, it is possible for a 
stockholder-employee to obtain bene- 
fits as an individual under these three 
sections at a tax savings to him which 
is directly proportionate to his tax 
bracket. In many instances the com- 
pany can obtain an accident and health 
policy together with a “group term 
life insurance” policy.2 The com- 
pany’s payments for both of these pol- 
icies will be deductible; and within 
the limitation of Sections 104, 105 and 
106 with respect to the life insurance 
proceeds paid by the reason of the 
insured’s death, the employee or his 
beneficiaries will not have taxable in- 
come under Section 101. 


Rental Value of Parsonages 


There is little need to discuss Sec- 
tion 107 other than to mention that 
it exists. In minister 
of the gospel, gross income does not 
include (1) the rental value of a 
home, including utilities, furnished to 
him as part of his compensation or 
(2) the rental allowance paid to him 
as part of his compensation, to the 
extent such an allowance is used by 
him to rent or to otherwise provide 


the case of a 





* Reg. Sec. 1.162-10. 
* Reg. Sec. 1.105-5. 
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a home. The term “home” means a 
dwelling place including furnishings 
and appurtenances thereto, such as a 
garage. A rental allowance will be 
deemed to have been used to rent or 
provide a home in such instances as 
payments made (1) for actual rent, 
(2) for the purchase of a home and 
(3) for expenses directly related to 
providing a home, Expenses for food 
and services not for 
this purpose to be directly related to 


are considered 


providing a home. 


Income from Discharge 
of Indebtedness 

Section 108(a) provides a specific 
exclusion from gross income, at the 
taxpayer's election, of the amount of 
income attributable to the discharge 
of indebtedness, in whole or in part, 
within the taxable year. Under the 
definition of gross income in Section 
61, the discharge of indebtedness, in 
whole or in part, may result in the 
realization of income, However, un- 
der Section 108, an individual or a 
corporation may elect to exclude the 
amount attributable to the discharge 
of the from in- 
come, provided the taxpayer files a 
consent on Form 982 to the adjust- 
ment of basis. Section 108 applies to 
indebtedness incurred or assumed by 
a corporation or an individual only 
in connection with property used in 
a trade business. It any 
such indebtedness for which the cor 
porate or individual taxpayer is liable, 
or subject to which the taxpayer holds 
property. However, an indebtedness 
individual will not consid- 
ered as incurred in connection with 
property used in a trade or business 
merely because it can be shown that 
the by 
property 


indebtedness gross 


or covers 


of an be 


indebtedness was. secured 


used in the trade or busi 


ness. 


An example of the operation of the 
section is as follows: Assume that a 
corporation issued a bond for $10,000, 
but later was able to purchase the 
bond for $9,000. Under the definition 
of gross income, the difference of 
$1,000 between the issue price and 
the purchase price would be income 
to the corporation in the year of the 
purchase ; however, under Section 108 
the corporation may exclude this 
$1,000 from its gross income in the 
year of purchase. However, if the 
exclusion is to be made, the corpora- 
tion must also reduce its basis of its 
property by $1,000. Thus, Section 108 
merely has the effect of postponing 
the gain on the transaction. The ad- 
justment to basis is under the provi- 
sions of Section 1017. 

Section 108 is inapplicable in the 
case of any discharge occurring in 
the proceedings under the Bank- 
ruptcy Act. 


Improvements by Lessee 
on Lessor's Property 

Section 109 states that income de- 
rived by a lessor of real property 
upon the termination, through for- 
feiture or otherwise, of the lease of 
such property and attributable to the 
buildings erected and other improve- 
ments made by lessee upon the leased 
property is excluded from gross in- 
come. However, where the facts 
disclose that such buildings or im- 
provements represented in whole or 
in part a liquidation in kind of lease 
rentals, the exclusion from gross in- 
come shall not apply to the extent 
that such buildings or improvements 
represent such liquidation." The ex- 
clusion applies only with respect to 
income realized by the lessor upon the 
termination of the lease and has no 


. . . ‘. ‘ 
application to income, if any, or the 
form of income which may be derived 





"1. T. 4009, 1950-1 CB 13. Compare 
G. H, Cunningham, CCH Dec. 22,426, 28 TC 
670, affd, 58-2 ustc § 9771, 258 F. 2d 231 


48 


January, 1960 @® TAXES —The Tax Magazine 





by a lessor during the period of the 
lease and attributable to the buildings 
erected or other improvements made 
by the lessee. It has no application 
to income which may be realized by 
the lessor upon termination of the 
lease but which is not attributable to 
the value of such buildings or im- 
provements, Nor does it apply to 
income derived by the lessor subse- 
quent to the termination of the lease 
incident to the ownership of such 
buildings or improvements. 


The principal problem that arises 
in this area is that improvements con- 
structed by the lessee may result in 
taxable income during the term of the 
lease if the parties intend the im- 
provements to constitute rent. In 
other words, Section 109 excludes 
from gross income gain which re- 
sults from the acquisition of an im- 
provement on the termination of the 
lease, but does not exclude gain if 
the improvements on the realty are 
considered to be made in lieu of rent 
or as part payment of rent. An ex- 
ample in the regulations" clarifies the 
this 


operation of section; it is as 


follows : 

“The A Corporation leased in 1945 
for a period of 50 years unimproved 
real property to the B Corporation 
under a lease providing that the B 
Corporation erect on the leased prem- 
ises an office building costing $500,000, 
in addition to paying the A Corpo- 
ration a lease rental of $10,000 per 
annum beginning on the date of com 
pletion of the improvements, the stim 
of $100,000 being placed in escrbw 
for the payment of the rental. The 
building was completed on January 
1, 1950. 
improvements made by the lessee on 
the leased 
the absolute property of the A Cor- 


The lease provided that all 


property would become 
poration on the termination of the 
lease by forfeiture or otherwise and 


that the lessor would become entitled 
on such termination to the remain- 
der of the sum, if any, remaining in 
the escrow fund. The B Corpora- 
tion forfeited its lease on January 
1, 1955, when the improvements had 
a value of $100,000. Under the pro- 
section 109, the $100,000 
is excluded from gross income. The 
amount of $50,000 representing the 
remainder in the escrow fund is for- 
feited to the A Corporation and is 
included in the gross income of that 
taxpayer.” 


visions of 


Under Section 1019, neither the 
basis nor the adjusted basis of any 
portion of that real property shall, 
in the hands of the such 
property, be increased or diminished 
because of the income derived by the 
lessor in respect to such property 
and excluded from gross income un- 
der Section 109. So, in the example 
given above, the lessor’s basis after 
the termination of the lease is zero. 
Of course, if the lessor sold the prop- 
erty, he would be entitled to capital 
gains treatment on the gain from the 
proceeds of the sale. 


lessor of 


Income Taxes Paid 
by Lessee Corporation 


Section 110 was 
1939 Code, and it results 
position that the Internal 
Service took a number of years ago 
when it held that a landlord is re- 
quired to include in income not only 
the stipulated rental payments but 
also any income taxes paid by a ten- 
ant on behalf of the landlord under 
the terms of the lease agreement. 
Since, in these agreements, the tenant 
was obligated to pay all federal in 


found in the 
from the 
Revenue 


not 


come taxes, the additional taxes paid 
by the tenant gave rise to a second 
tax on the tax. This resulted in a 
pyramiding or a bouncing-ball effect. 
Section 110 gives relief, but it ap 





" Reg. Sec. 1.109-1(b). 
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plies only to leases entered into be- 
fore 1954 and to the renewal of such 
leases. This section simply provides 
that the lessor will not be required 
to include in gross income the amount 
of the lessee’s payment attributable 
to taxes, and the lessee will not be 
permitted to take the amount paid 
in respect to the lessor’s taxes as a 
deduction. 


Recovery of Bad Debts, Prior 
Taxes and Delinquency Amounts 


Here is a statutory application of 
the “tax benefit” rule. Generally, in- 
results from the recovery of 
amounts deducted in prior years. Sec- 
tion 111 provides that income attrib- 
utable to the recovery during any 
taxable year of bad debts, prior taxes 
and delinquency amounts shall be ex- 
cluded from gross income to the ex- 
tent that the prior deductions did not 
result in a tax benefit or, in the words 
of the regulations,’? “recovery exclu- 
sion” with respect to such items. The 
rule of exclusion applies equally with 
respect to all other expen- 
ditures and accruals which were de- 
ductions from gross income for prior 
taxable years, but it does not include 
deductions with respect to deprecia- 
tion, depletion, amortization or amor- 
tizable bond premiums. The term 
“recovery exclusion” as used in this 
section means nothing more than an 
amount equal to the portion of the 
bad debts or prior deducted items 
which, when deducted or credited 
for a prior taxable year, did not re- 
sult in a reduction of any federal 
income tax, excluding the accumu- 
lated earnings tax or a personal hold- 
ing company tax. 


come 


losses, 


An example of the operation of this 
section can be simplified, as follows: 
Assume that a taxpayer has gross 
income of $10,000 and only two 


deductions, one a depreciation deduc- 


tion for $5,000 and the other a bad- 
debt deduction for $6,000. After the 
depreciation deduction and the bad- 
debt deduction were taken, the tax- 
payer would have no taxable income 
($10,000 minus $5,000 plus $6,000). 
If in the following year the taxpayer 
recovered $2,000 on his bad debt, the 
first $1,000 of recovery would not 
be included in the subsequent year’s 
taxable income because the bad debt 
had not provided a tax benefit in 
the year the bad-debt deduction was 
taken. However, any recoveries in 
excess of the first $1,000 would be 
taxable. 


If a bad debt was previously charged 
off against a reserve by a taxpayer 
on the reserve method of treating 
bad debts, it was not “deducted,” and 
it is therefore not considered a Sec- 
tion 111 item. A recovery of the bad 
debt previously charged to reserve 
would be a credit to the reserve ac- 
count and would, in effect, reduce 
the addition to the reserve account 
in the current year. 


Certain Combat Pay 
to Members of Armed Forces 
Section 112 has limited application 
and will merely be mentioned in pass- 
ing. Subpart A of this section re- 
lated to enlisted personnel provides 
that gross income would' not include 
compensation received for active serv- 
ice as a member below the grade 
of commissioned officer in the armed 
forces of the United States for any 
months during any part of which the 
individual served in a combat zone 
during an induction period or was 
hospitalized as a result of wounds, 
disease or injury incurred while serv- 
ing in the combat zone during an 
induction period. Section 112(b) ex- 
cludes $200 a month under the same 
terms for a commissioned officer. A 
combat zone must be designated as 





™ Reg. Sec. 1.111-1(a). 
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such by the President of the United 
States in an executive order. The 
statute does not apply if the desig- 
nation of an area as a combat zone 
has been terminated. 


Mustering-Out Payments 
for Members of Armed Forces 
Section 113 also has little applica- 
tion, but it provides that gross income 
does not include amounts received 
during the taxable year as mustering- 
out payments with respect to serv- 
ice in the armed forces of the United 
States. 


Sports Programs Conducted 
for American Red Cross 

Section 114 is another section which 
has limited application. It is essen- 
tially as follows: A corporation pri- 
marily engaged in the furnishing of 
sports programs may exclude from 
its gross income amounts received as 
proceeds from a sports program con- 
ducted by such corporation, if certain 
requirements are met. 


Income of States, Municipalities 
Under Section 115, gross income 
does not include income accruing to 
a state or territory or any political 
subdivision thereof or the District of 
Columbia, which income is derived 
from the exercise of any essential 
government function or from any 
public utility. The Service has ruled 
that the state operation of a function 
such as a liquor store is not subject 
to income tax,’* the theory being that 
a tax on the profits from operation of 
such a business would, in effect, im- 
pose a tax on the property of the 
state and would burden the state in 


the exercise of its government func- 


tions. However, in another case," 


the Supreme Court decided that in- 
come derived by a state from the sale 
of its mineral water competed with 
private water sellers and was not 
exempt. It has also been held that 
the net income of a private corpora- 
tion operating a water works under 
contract with the city was not exempt 
from tax because there was municipal 
ownership of part of the corporation’s 
stocks and bonds; here the city had 
a right under the contract to acquire 
ownership of the water works by pur- 
chasing the outstanding stock at par.’® 
It would seem, as a general rule, that 
corporations are considered separate 
and distinct entities from the govern- 
ment function which may own the 
corporation and that the corporations 
themselves are not exempt from tax, 
while the income to the city through 
the operation of the corporation is 
exempt. It is recognized that this is 
an indirect burden on the states, but 
apparently under court decision this 
indirect burden is not included within 
the exclusion under the statute. 


Partial Exclusion of Dividends 
Received by Individuals 

Section 116 excludes from gross in- 
come the first $50 of dividends re- 
ceived by an individual from domestic 
corporations. On a joint return of a 
husband and wife, each spouse is en- 
titled to the exclusion in an amount 
not in excess of $50 with respect to 
dividends received by such spouse. 
Thus, if in 1959 a husband receives 
$200 in dividends and the wife $100, 
the amount to be included in gross 
income is $200 ($150 of the husband’s 
dividends and $50 of the wife’s divi- 
dends). If the wife received only $30 
in dividends, the entire $30 is excluded 





*G. C. M. 13745, XIII-2 CB 76. 

“ State of New York and Saratoga Springs 
Commissions and Saratoga Springs Authority 
v. U. S., 46-1 ustc J 9138, 326 U. S. 572. 
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32 BTA 750, affd, 37-1 ustc $9110, 87 F. 
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Inc., CCH Dec. 16,826, 12 TC 249, rev'd, 
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and is not included in gross income 
on the joint return; only $150, con- 
sisting of the dividends received by 
the husband ($200 less his $50 exclu- 
sion), is included in their return. 


Where two or more persons hold 
stock as tenants in common, as joint 
tenants or as tenants by the entirety, 
the dividends received with respect 
to such stock shall be considered as 
being received by each tenant to the 
extent that he is entitled under local 
law to share in such dividends. Where 
dividends constitute community prop- 
erty under local law, spouse 
shall be considered as receiving one 
half of such dividends. 


each 


The partial exclusion of dividends 
under Section 116 is not to be confused 
with the dividends-received credit 
under Section 34. Section 34 provides 
a credit against the income tax of an 
individual for dividends received. The 
credit, subject to certain limitations, 
is limited to 4 per cent of the divi- 
dends received. (Corporations effec- 
tively exclude 85 per cent the 
dividends received.’®) This credit ap- 
plies only to dividends which are 
received from domestic corporations 
and which are included in the gross 
income of the taxpayer. In comput- 
ing the Section 34 dividends-received 
credit, the taxpayer must first reduce 
the dividends received by the exclu- 
sion allowed under Section 116, up to 
the maximum of $50. In general, the 
balance is then available for the divi- 
dends-received credit up to 4 per cent 
of the dividends received. 


of 


A point that might be of interest 
here, and which new in the law 
this year, provides that dividends 
paid to individuals on the stock of 
insurance companies are subject to 
the dividends-received credit '’ and 
the exclusion under Section 116." 


is 





These amendments to the Code apply 
for the first time to dividends received 
in 1959, 


Scholarship and Fellowship Grants 


In general, an amount received by 
an individual as a scholarship to an 
educational institution or as a fellow- 
ship grant, including the value of con- 
tributed services and accommodations, 
shall be excluded from the gross in- 
come of the recipient. The exclusions 
under Section 117 include amounts to 
cover expenses such travel, re- 
search, clerical help and equipment 
to the extent of the expenditures by 
the recipient. 


as 


There are certain limitations under 
this section. For example, for an in- 
dividual who a candidate for a 
degree and engages in part-time teach- 
ing, such teaching will be considered 
to part-time employment even 
though this part-time teaching may 
be required as a condition to the 
scholarship or the fellowship grant. 
However, if teaching or other services 
are required of all candidates, that is, 
even those who did not receive scholar- 
ship or fellowship grants, for a par- 
ticular degree and as a condition for 
receiving such degree, the part-time 
teaching or the services will not be 
regarded part-time employment 
within the meaning of this section. 
The income received from this part- 
time employment will not be taxable. 


is 


be 


as 


limitation is directed at 
individuals who are not candidates 
for degrees. Here, amounts are ex- 
cluded from gross income only if the 
grantor of the scholarship or fellow- 
ship a tax-exempt organization 
organized and qualifying under Sec- 
tion 501(c)(3) or is a instrumentality 
of our government, either federal or 
local. Section 501(c)(3) organizations 


Another 


is 





* Sec. 246. 
™ Sec. 3(a)(1), 
June 25, 1959. 
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are organized and operated exclusively 
for religious, charitable, scientific or 
educational purposes, and are such 
organizations as are qualified under 
Section 170(c) for tax-deductible con- 
tributions. 


In addition, there is a dollar limita- 
tion on the grant to an individual 
who is not a candidate for a degree. 
The limit is an amount equal to $300 
times the number of months for which 
the individual received the grant. This 
is limited to 36 months, whether on 
not the months are consecutive. Of 
course, the obvious way to avoid this 
limitation is to become a candidate 
for a degree. It would appear that 
the only limitation for an individual 
who is a candidate for a degree is 
the restriction relating to income from 
the part-time teaching. 


9 


Regulations *® under Section 117 
state that amounts received as com- 
pensation for services, or primarily 
for the benefit of the grantor, are not 
excludable under Section 117. In other 
words, an amount paid or allowed to 
an individual to enable him to pursue 
studies of research, if such amount 
either represents compensation for 
past, present or future employment 
services or represents payment for 
services which are subject to the 
direction or supervision of the grantor, 
will not be an exclusion under the 
provision of Section 117. Similarly, 
if amounts are paid to an individual 
to enable him to pursue studies or 
research primarily for the benefit of 
the grantor, they will not be exclud- 
able under Section 117. However, if 
it can be demonstrated that the 
amounts paid to the individuals are 
not for the benefit of the grantor, and 
if the primary purpose of the studies 
or research is to further the education 
and training of the recipient in his 
individual capacity, then the payments 


or grants do not represent compensa- 
tion or payment for services—past, 
present or future. 


A recent case *° supports the Treas- 
ury’s regulations. This case involved 
an individual who was not a candidate 
for a degree. The court held that the 
arrangement between the individual 
and the supplier of funds was pri- 
marily one of employment and that 
the payments, even though for re- 
search, were essentially compensation. 
The primary purpose of the payments 
was not that of enabling the recipient 
to carry on the studies or research in 
furtherance of his own education. 


Contributions to Capital 
of Corporation 


Section 118 provides an exclusion 
from gross income with respect to 
any contribution of money or prop- 
erty to the capital of a corporation. 
Thus, if a corporation requires addi- 
tional funds for conducting its busi- 
ness and obtains such funds through 
voluntary pro rata payments by share- 
holders, the amounts so received, 
being a credit to a surplus account or 
to a special account, do not constitute 
income. Section 118 is applicable even 
though there is no increase in the 
outstanding shares of the stock of the 
corporation. If the payments are in 
the nature of assessments upon and 
represent an additional price paid for 
the shares of stock held by the in- 
dividual shareholders, the payments 
will be treated as an addition to and 
as a part of the operating capital of 
the company. 

While the statute does not indicate 
that contributions can be made from 
other than shareholders, the regula- 
tions state that the provision of Sec- 
tion 118 also applies to contributions 
to capital made by persons other than 





* Reg. Sec. 1.117-4. 
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shareholders.*! The exclusion applies 
to the value of land and other prop- 
erty contributed to a corporation by 
a governmental unit or by a civic 
group, for example, for the purpose of 
inducing the corporation to locate its 
business in a particular community or 
for the purpose of enabling the cor- 
poration to expand its operating facili- 
ties. However, the exclusion does not 
apply (1) to any money or property 
transferred to the corporation in con- 
sideration for goods or services ren- 
dered or (2) to subsidies paid for the 
purpose of inducing the taxpayer to 
limit production. 


In instances where land or other 
properties are contributed to a corpo- 
ration under Section 118 and the con- 
tribution is not from a shareholder, the 
basis of such property to the donee 
corporation shall be zero.** Of course, 
this means that depreciation for tax 
purposes is not available to the cor- 
poration for donated property. If 
the contribution comes from one who 
is a stockholder, the basis of the cor- 
poration would be the same as it 
would be in the hands of the stock- 
holder.** 


Meals or Lodging Furnished 

for Convenience of Employer 
Section 119, the value of 
meals furnished to an employee by 
his employer shall be excluded from 
the employee’s gross income if two 
tests are satisfied: (1) Meals are 
furnished on the business premises of 
the employer and (2) meals are fur- 
nished for the convenience of the em- 
ployer. 


Under 


This exclusion is applicable irre- 
spective of whether, under an em- 
ployment contract or statute fixing 
the terms of employment, such meals 


are furnished as compensation. 


The question of whether meals are 
furnished for the convenience of the 
employer is one to be determined 
from all of the facts. Ordinarily, 
meals furnished to the employee dur- 
ing the working day will be deemed 
furnished for the convenience of the 
employer. Likewise, meals furnished 
immediately preceding or immediately 
following the working hours of the 
employee will be deemed to be for 
the convenience of the employer, if 
the furnishing of such meals serves 
a business purpose of the employer 
other than providing additional or 
indirect compensation to the em- 
ployee. If the employee is required 
to occupy living quarters on the busi- 
ness premises of his employer as a 
condition of his employment, the ex- 
clusion applies to the value of any 
meals furnished the employee on such 
premises, 

The lodging furnished to an em- 
ployee by his employer can be excluded 
from the employee’s gross income if 
three tests are met: (1) The lodging is 
furnished on the business premises of 
the employer, (2) the lodging is fur- 
nished for the convenience of the em- 
ployer and (3) the employee is re- 
quired to accept such lodging as a 
condition to his employment. The 
phrase “required as a condition of 
his employment” means required in 
order for the employee to perform 
properly the duties of his employment. 


The exclusion for this section ap- 
plies to meals and lodging furnished 
in kind without charge or cost to the 
employee. If the employee has an 
option to receive additional compen- 
sation in lieu of meals or lodging in 
kind or is required to reimburse the 
employer for meals or lodging fur- 
nished in kind, the value of such 
meals and lodging is not excluded 
from gross income. 





™ Reg. Sec. 1.118-1. 
2 Sec. 362(c). 


* Sec. 362(a). 
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Payments to Encourage Exploration, 
Development and Mining 
for Defense Purposes 

Section 621 provides for the exclu 
sion from gross income of any amount 
paid to a taxpayer by the United 
States or any of its agencies or instru- 
mentalities, whether a grant or loan 
and whether or not repayable, for the 
encouragement of exploration, de- 
velopment or mining of critical and 
strategic minerals or metals pursuant 
to, or in connection with, any under- 
taking approved by the United States 
and for which an accounting is made 
or required to be made to an appro- 
priate government agency, or any 
forgiveness or discharge of any part 
of such amount. The proposed regu- 
lations define “critical and strategic 
minerals or metals’ as minerals and 
metals which are considered, by those 
departments, agencies and_instru- 
mentalities of the United States 
charged with the encouragement of 
exploration for, and development and 
mining of, critical and strategic min- 
erals and metals, to constitute critical 
and strategic minerals and metals for 
defense purposes. Information on 
these minerals and metals can be ob- 
tained from the Department of the 
Interior, Washington, D. C. 


Income Exempt Under Treaty 


Section 894 provides that income 
of any kind, to the extent required by 
any treaty obligation of the United 
States, shall not be included in gross 
income and shall be exempt from in- 
come tax. In application, this section 
has little value to the average citizen 
of the United States or resident alien 
in the United States. However, there 
are instances where treaty provisions 


do provide for exclusions for income. 


* Commissioner v. 
Iron Ores, Limited, 59-1 
F. 2d 320, 


ustc { 9387, 265 


West Virginia Tax Institute 


Consolidated Premium 


For example, Article XVIII of the 
United Kingdom Treaty provides that 
the salary received by a teacher or 
professor who visits the United States 
for the purpose of teaching for a 
period of not more than two years is 
exempt from United States tax. An- 
other example ** of the application of 
this section involved a Canadian sales 
corporation which was held not to 
be subject to United States income 
tax where it had no permanent es- 
tablishment in the United States within 
the meaning of the United States 
Canadian Tax Treaty. 


Income Earned from Sources 
Without United States 


Section 911 states that amounts 
constituting earned income shall be 
excluded from the gross income of an 
individual citizen of the United States 
who establishes, to the satisfaction of 
the Commissioner, that he has been a 
bona fide resident of a foreign country 
or countries for an uninterrupted period 
which includes an entire taxable year, 
if such amounts are (1) from sources 
without the United States, (2) at- 
tributable to such uninterrupted period 
and (3) not paid by the United States 
or any agency or instrumentality 
thereof. Payments attributable to an 
uninterrupted period, in respect to 
which a citizen qualifies for the ex- 
emption from tax, shall be excluded 
from gross income irrespective of 
when they are received. 

In the absence of a bona fide resi- 
dence in a foreign country, an individ- 
ual citizen can also qualify for this 
exclusion from income from sources 
without the United States if he is 
present in a foreign country during 
any period of 18 consecutive months 
for a total of at least 510 full days. 
The amounts that the individual re- 








The general revenue of state and 

local governments is up 350 per cent 
over what they received 

15 years ago.—Bureau of the Census, 
Department of Commerce. 


ceives are excludable if they are (1) 
from sources without the United 
States, (2) attributable to such period 
and (3) not paid by the United States 
or any agency or instrumentality 
thereof. Where the exclusion results 
from presence (rather than residence) 
in a foreign country, the amount of 
the exclusion shall not exceed $20,000 
if the 18-month period includes the 
entire taxable year. If the 18-month 
period does not include the entire 
taxable year, the amount excluded 
from gross income for such taxable 
year should not exceed an amount 
which bears the same ratio to $20,000 
as the number of days in the part of 
the taxable year within the 18-month 
period bears to the total number of 
days of such year. 

A “foreign country” means any ter- 
ritory under the sovereignty of a 
government other than that of the 
United States and includes the air 
space over such territory. It does not 
include a possession or territory of 
the United States. Earned income 
under the definition of the statute 
means “wages, salaries, or professional 
fees, and other amounts received as 
compensation for personal services 
actually rendered, but does not in- 
clude that part of the compensation 
derived by the taxpayer for personal 
services rendered by him to a corpo- 
ration which represents a distribution 
of earnings or profits rather than a 
reasonable 


allowance as compensa- 


tion for the personal services actually 


rendered.” *° 


There are some interesting things 
about the applications in this section. 
For example, gains realized on the 
sale of items which are the personal 
property of the taxpayer, such as per- 
sonal automobiles or television sets, 
in a foreign country by United States 
citizens residing abroad are not ex- 
empt from tax.*® 


Exemption for Certain Allowances 

Section 912 has limited application, 
but it does provide that amounts re- 
ceived by civilian personnel of the 
United States Government stationed 
outside the continent of the United 
States as cost-of-living or post allow- 
ances are excludable from gross income. 
This section also includes reimburse- 
ment of representation expenses of 
officers and employees of the foreign 
service of the United States. 

Another point which might be of 
some interest is the exclusion from 
the gross income of a cooperative as- 
sociation of the amount paid by the 
association as patronage dividends. 
In general, if patronage dividends 
are to be excluded from the coopera- 
tive association, whether the associa- 
tion be taxable ** or exempt,”* - there 
must be a pre-existing obligation re- 
quiring the cooperative to make the 
refund. 


Conclusion 

In conclusion, it can be seen that 
there are many types of “exclusions” 
from gross income. This article is a 
brief introduction to these exclusions 
and merely attempts to alert the reader 
to potential tax savings. Where one 
of these exclusions may be available 
to a taxpayer, it is recommended that 
further analysis of the Code, regula- 
tions, rulings and cases be made. 


[The End] 





% Sec. 911(b). 


* Rev. Rul. 54-105, 1954-1 CB 12. 


*T. T. 3208, 1938-2 CB 127; Rev. Rul. 
57-59, 1957-1 CB 24; Rev. Rul. 59-322, 
I, R. B. 1959-40, 12. 


* Secs. 521-522. 
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The “Pour-Over’ Technique 


in Estate Planning 
By CHARLES N. SCHENCK, Ill 


The author is a member of the New 
Haven, Connecticut firm of Wiggin 
& Dana. He is also a visiting 

lecturer in law at Yale Law School. 


HE PROBLEM of the so-called 

“pour-over” by will to a living 
trust, particularly a revocable insur- 
ance trust, is not so much a problem 
in taxation as in estate planning, in 
its broader context. There are, of 
course, tax questions to be consid- 
ered, but the real importance of the 
problem lies in the basic need of the 
average man of moderate means for 
a sound plan of family protection in 
the event of his premature death. 
Since the average man, of course, 
makes up the bulk of professional 
clientele, not only for the lawyer but 
also for the trust officer and insurance 
adviser, the pour-over technique ap- 
pears to be gaining wide acceptance, 
in states where its use is permitted, 
as a means of integrating probate and 
nonprobate assets, such as insurance, 
into one trust fund for the benefit of 
the family as a whole. 


This article will review the legal 
background of the pour-over and con- 
sider the advantages and some of the 
continuing problems in its use, with 
particular reference to Connecticut 
practice as perhaps a typical develop- 
ment. 

To place the problem in practical 
context, consider the following com- 
mon set of facts: 


West Virginia Tax Institute 


(1) John Jones is a junior execu- 
tive, aged 38, with a wife and three 
children. He has a good salary and 
prospects of accumulating a fair es- 
tate through advancement in his com- 
pany and through its fringe-benefit 
plans, if he lives long enough. 


(2) However, at present his estate 
consists only in the equity in his 
jointly owned home, $10,000; some 
miscellaneous personal property, 
2,000; a joint savings account for 
emergencies, $3,000; and a small in- 
heritance from his parents, invested 
in mutual funds in his name, now 
worth $20,000, to which he is adding 
as his small savings from net income 
permit. 


(3) Recognizing, as a good family 
man, that these few assets would 
leave his wife and children in severe 
straits were anything to happen to 
him, John Jones has gradually ac- 
quired a life insurance estate of 
$100,000, all payable outright to his 
wife, or to his children as contingent 
beneficiaries. For our purposes, it 
makes little difference whether this 
insurance be term, ordinary life, 
group, split-dollar, or even bank-loan 
financed. 

(4) Thus, at present, John Jones 
has a gross estate for federal estate 
tax purposes of about $135,000. 


(5) John has been concerned about 
passing $100,000 in insurance pro- 
ceeds outright to his young wife, who 
has had no experience with money 
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matters, and even more concerned for 
his children if he and his wife were to 
die in a common disaster. He has 
considered the election of installment 
pay-outs under the options in his pol- 
icies, but is worried about the effect 
of inflation on money left with the 
insurance companies and about the 
inevitable inflexibility of settlement 
options to take care of the multitude 
of family situations that could arise. 


(6) Under these circumstances, 
John wishes to consider a trust which, 
in the event of his death, will consoli- 
date his insurance, his investments 
and any death benefits under his com- 
pany pension plan in one fund for the 
protection of his family, with broad 
powers in the trustee to invest for the 
future and to distribute income and 
principal among the family group as 
their needs appear—in other words, 
to step into his shoes to the extent 
possible. 


(7) However, upon consulting his 
lawyer to draw up a will for this pur 
pose, John finds to his surprise that a 
trust under such a will would only 
carry, after expenses and taxes, the 
net of the small property owned in his 
own name, and that his joint property 
(by operation of law), and his com- 
pany death benefits and all of his life 
insurance (by designation of benefi- 
ciary), would continue to 
his wife outright. 


pass to 


The problem for his advisers, and 
the problem discussed in this article, 
is what further steps can and should 
be taken to accomplish the consolida- 
tion of assets into the one trust fund 
which John Jones desires. 


Possible Solutions 
Absent Pour-Over Device 


Where, in the past, the pour-over 
technique, to be considered shortly, 





*Connecticut General Statutes (1958 Re- 
vision), Sec. 12-342 West Virginia Code of 
1955, Ch. 11, Art. 11, Sec. 843. 


has not been possible or has not been 
used, there have been two genera! 
approaches, to both of which serious 
objections may be raised: 


“Estate” plan.—The simplest solu- 
tion for John, involving the least pa- 
per work, is merely to make his life 
insurance and his company death 
benefits all payable to his estate, so 
that they automatically are disposed 
of under his will to the testamentary 
trustee with all other assets except 
joint property. The objective of one 
trust fund for his family is accom- 
plished, but at what cost: 


(1) In some states,’ the insurance 
loses its exemption from state succes- 
sion or inheritance tax because it is 
no longer payable to a named benefi- 
ciary or beneficiaries, as the exemp- 
tion clause usually requires. This tax 
cost, which may run several thousand 
dollars, can be justified only if no 
other solution is available. 

(2) The company death benefits 
under a qualified pension or profit- 
sharing plan are, to the extent of the 
company’s contributions under the 
plan, free of federal estate tax as a 
general rule, but this important ex- 
emption is also lost if the employee 
designates his estate as beneficiary.’ 
Again, even at John Jones’s low estate 
tax bracket, the tax cost is not justi- 
fied if any other solution is possible. 


(3) By designating his estate as 
beneficiary, both the death benefits 
and the insurance proceeds become 
subject, with John Jones’s other as- 
sets, to the payment of creditors’ 
claims and to the wife’s statutory 
share of a husband’s estate. While 
these matters may not be of much 
concern to John Jones at the moment, 
they should be borne in mind. 


(4) By the same token, the death 
benefits and insurance proceeds pay- 


71954 Code Sec. 2039(c), and regulations 
thereunder. 
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able to the estate will have to be 
inventoried by the executor as part 
of the estate to be administered in 
the probate or surrogate court; court 
fees based on the size of the estate 
will be correspondingly enlarged. 
More important, in most states, the 
testamentary trust under John Jones’s 
will (which now carries all of the 
assets but the joint property) is sub- 
ject to the continuing supervision of 
the probate court with frequent, often 
annual, accountings and the conse- 
quent costs for preparation, court 
fees, guardians ad litem for minors, 
and so on. Furthermore, of less im- 
portance, as a rule, the testamentary 
trust becomes, through the filing of 
the will in the probate court, a matter 
of public record, while the inter vivos 
trust may usually be kept a private 
document, except for the scrutiny of 
the Commissioner of Internal Revenue. 


(5) Finally, an inter vivos trust 
created under the laws of another 
jurisdiction may be of great importance 
where the laws of the testator’s domicile 
may not permit in a testamentary trust 
provisions which may be needed or de- 
sirable, such as accumulation of income, 
or qualification of a foreign trustee. 


To avoid some of the above objec- 
tions, it has from time to time been 
suggested that the death benefits and 
insurance proceeds be made payable 
not to John Jones’s estate, but di- 
rectly to the testamentary trustee 
named in his will, thereby purportedly 
accomplishing the purpose of consoli- 
dation of assets without the necessity 
for an inter vivos trust. I think I 
stand with the majority of commenta- 
tors in strongly recommending against 
this device for the following reasons: 


(1) While the average state inher- 
itance tax statute above referred to 
specifically exempts insurance pro- 
ceeds payable to a named beneficiary 
or beneficiaries—whether directly or 
in trust, or otherwise—the particular 
state tax commissioner may well 
claim, as the courts in at least two 
jurisdictions have already held,* that 
payment to a testamentary trustee is 
not payment to a named beneficiary 
in trust, but in effect is nothing more 
than payment to the estate itself 
since the will governs appointment 
of the testamentary trustee. The 
same risk would seem to exist with 
respect to federal estate tax on the 
company death benefits under Section 


2039(c) of the 1954 Code. 


(2) In addition to the tax dangers, 
the designation of a testamentary 
trustee always raises the spectre of 
litigation because the trustee has no 
legal status whatsoever until Jones 
dies and his will is probated, and it 
may be questioned whether a bene- 
ficiary designation may incorporate 
by reference, in this fashion, the terms 
of a will which may change from time 
to time. As a matter of fact, the 
majority of courts which have consid- 
ered the subject have found this form 
of designation an invalid testamen- 
tary act and have held the proceeds 
payable to the estates.‘ 

(3) Principally because of the lat- 
ter uncertainty and consequent ad- 
ministrative problems, many insurance 
companies refuse to permit the desig- 
nation of a testamentary trustee as 
beneficiary. 


“Two-trust” plan.—If designation 
of the estate or of a testamentary 
trustee (which may in law be the 





* Estate of Rothenbuecher, 76 Ohio App., 
425, 64 N. E. 2d 680 (1945); Myers’ Estate, 


309 Pa. 581, 164 A. 611 (1933). 

* Frost v. Frost, 202 Mass. 100, 88 N. E. 
446 (1909); Kenin’s Trust Estate (No. 1), 343 
Pa. 549, 23 A. 2d 837 (1942); Estate of 
Rothenbuecher, cited at footnote 3; but see 


West Virginia Tax Institute 


Tootle-Lacy National Bank v. Rollier, 341 
Mo. 1029, 111 S. W. 2d 12 (1937); Wis- 
consin Laws 1955, Ch. 73, amending Wiscon- 
sin Statutes, Sec. 206.52, specifically to permit 
designation of trustee in will as beneficiary 
of life insurance. 
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same thing) has not been acceptable 
technique for consolidating John 
Jones’s assets in a single trust fund, 
and if the pour-over device has not 
been available for one of the reasons 
shortly to be discussed, then the con- 
servative lawyer has ordinarily been 
forced to accept half a loaf—a com- 
promise solution. He has drafted a 
revocable unfunded life insurance 
trust, naming the trustee as benefi- 
ciary, to whom the policies are deliv- 
ered for safekeeping, and in John 
Jones’s situation perhaps also naming 
the trustee as beneficiary of death 
benefits receivable under company 
pension and profit-sharing plans; he 
has then drawn a will creating a 
testamentary trust with the same 
trustee, substantially identical terms, 
and a provision permitting the two 
trusts to be administered together. 
It seems generally agreed that at the 
cost of some extra paper work this 
solution saves the inheritance tax ex- 
emption of the life insurance and the 
federal estate tax exemption of the 
death benefits and approximates John 
Jones’s objectives. However, the con- 
tinuing problems of the two-trust 
solution, which make the pour-over 
technique more desirable, include the 
following: 


(1) After payment of funeral and 
administration expenses and of taxes 
and specific bequests, the residuary 
estate passing under will may be too 
small to justify a continuing testa- 
mentary trust. An administrative 
provision to resolve this difficulty by 
permitting the testamentary trust to 
be administered with the inter vivos 
insurance trust may raise more prob- 
lems than it solves. 


(2) The testamentary trust will 
continue subject to the jurisdiction 
of the probate court with the costs 
referred to above of recurring ac- 





*See Mayo Shattuck, An Estate Planner’s 
Handbook (1953 Ed.), pp. 92-111. 
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countings, guardians ad litem, etc., 
and, possibly, undesirable publicity. 


(3) Because of the law of the testa- 
tor’s jurisdiction, the testamentary 
trust may not be able to accommodate 
certain desired provisions contained 
in the inter vivos trust created under 
the law of another jurisdiction. 


(4) While the careful lawyer will 
keep the two documents in tandem 
and will amend the will only with a 
similar amendment to the trust, and 
vice versa, the best of plans may fail 
in the execution, and the two trusts 
merely double the possibility of error 
over the years. 


Nor are the above problems solved 
by “incorporating by reference” the 
terms of the insurance trust in the 
will, even if “incorporation by refer- 
ence” (further mentioned below) is 
permitted in the governing jurisdic- 
tion. Incorporation by reference sim- 
ply saves the paper work in drawing 
up the identical testamentary trust in 
the will. It does not consolidate two 
trusts in one. There is still the inter 
vivos insurance trust and there is still 
the trust by will—only its terms are 
found by reference to the terms of the 
insurance trust. 


Technique 


If, then, it has not been possible to 
solve John Jones’s problem fully 
either by two trusts or by pouring his 
insurance and death benefits into his 
estate in order to create one trust, 
the obvious solution which so many 
have instead sought in this type of 
situation is to pour the remaining net 
assets of the estate passing by will 
after taxes and expenses over into 
the living insurance trust, thereby 
achieving the single fund -for family 
protection desired.’ There may be 
two major legal hurdles in the juris- 
diction involved; if they be crossed, 
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there remain certain continuing tax 
and drafting problems to be considered : 


Validity of insurance trust as non- 
testamentary act.—For a pour-over to 
be effective, of course, it is first nec- 
essary that there be a valid legal 
receptacle into which to pour. The 
general requirements for an _ inter 
vivos trust are well enough known, 
and any local particularities are be- 
yond the scope of this article. The 
one problem which may cause con- 
cern in the context here considered is 
the validity of the revocable unfunded 
life insurance trust. The attack may 
be that such a tentative arrangement 
is a testamentary act when combined 
with a pour-over by will, and so is 
invalid unless executed with the for- 
malities required by the Statute of 
Wills. There are three grounds upon 
which this attack has been made: 
first, that the life insurance benefi- 
ciary’s interest is a mere expectancy 
and too evanescent to form the corpus 
of an inter vivos trust; second, that 
the settlor-insured’s reservation of 
the rights not only to change the 
beneficiary designations in the pol- 
icies, but also to amend or revoke the 
entire trust, leaving the trustee ordi- 
narily a mere custodian of the pol- 
icies, makes the trust a disposition to 
take effect only at death; and third, 
that the trust by its terms lacks an 
essential element which can be sup- 
plied only by reference to the will of 
he settlor-insured and, therefore, is 
testamentary in nature. 


The great weight of authority in 
this country disposes of the first two 
challenges without much difficulty, 
and the type of life insurance trust 
here discussed is a widely used in- 
strument of estate planning today. 
The cases are fully set forth in the 
standard authorities and need not be 
cited at length.® 


The third challenge involves the 
general principle that a conveyance 
incomplete until the settlor’s death 
for lack, for example, of designation 
of the trustee, of the beneficiary or 
the trust assets is testamentary in 
nature and void unless executed with 
the formalities of a will. This prin- 
ciple is set forth in the Restatement 
of the Law of Trusts (2d), Section 56, 
and comments under it, and has al- 
ready been mentioned in connection 
with the problem of designating a tes- 
tamentary trustee as beneficiary of a 
life insurance policy. However, where 
the insurance trust is complete in 
every respect and the will does not 
purport to fill any of its terms, but 
merely to add assets to the trust 
through the pour-over, the author 
knows of no successful challenge to 
the validity of the trust as such, on 
the ground of a too-close relation to 
the will. 


This discussion of general law may 
be edifying, but it never satisfies the 
practitioner who must be sure of the 
law in his own jurisdiction. For in- 
stance, in Connecticut, the leading 
case of Sigal v. Hartford National Bank 
and Trust Company, 119 Conn. 570, 177 
A, 742 (1935), seems squarely to es- 
tablish the validity of the revocable 
unfunded insurance trust. On the 
other hand, some states, such as West 
Virginia, may have no case in point. 
In a few jurisdictions, such as Vir- 
ginia, the authority may be equivocal, 
if not adverse. In fact, the most diffi- 
cult case of recent years may be 
Bickers v. Shenandoah Valley National 
Bank, Executor, 197 Va. 145, 88 S. E. 
2d 889 (1955), noted, among other 
things, at 54 Michigan Law Review 
880; 41 Virginia Law Review 1160; 42 


Virginia Law Review 256. 


In the Bickers case, the settlor-in- 
sured created the usual form of insur- 





*See Restatement of the Law of Trusts 
(2d), Sec. 57, Comment f, and appendix; 
1 Scott on Trusts (2d Ed.), Sec. 57.3; anno- 
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tation, “Testamentary Nature of Life In- 
surance Trust,” 53 A. L. R. 2d 112. 





ance trust, but provided that if he 
died testate and if his wife contested 
his will, her share in the insurance 
proceeds under the trust would be 
forfeited to his four children by a 
former marriage. The widow claimed, 
and the court held, that the trust was 
an invalid testamentary act, with the 
result that the insurance became pay- 
able to her husband’s estate and dis- 
tributable to her outright as part of 
her statutory share in his estate. 
Some broad language in the court’s 
rather difficult opinion has been taken 
by certain commentators as casting a 
cloud on the whole insurance trust 
device, but it seems to me that the 
court is simply applying the principle 
discussed above—namely, that where 
the trust depends upon the will for 
an essential term to fill it out, it is 
invalid. Here the court found the 
entire trust to be premised upon the 
making of a will which the widow did 
not contest, and, particularly in the 
context of protecting the widow’s 


rights, the opinion seems understand- 
able. 


Nonetheless, as a general proposi- 
tion, it seems that the unfunded revo- 
cable insurance trust has widespread 
legal acceptance and will stand up 
regardless of a pour-over in the will, 
if the trust is itself complete in its 
terms and the will adds nothing but 
property to the trust. A fortiori, an 
irrevocable insurance trust, much less 
generally used, or a revocable or irre- 
vocable trust of property other than 
insurance, is a valid receptacle for a 
pour-over even if the testator is him- 
the trustee or exercises strong 
powers of control over the trustee 
during his life.? 


self 


Validity of pour-over provision 
by will—If John Jones’s life insur- 


ance trust, to which the death b-ne- 
fits under his company pension plan 
are made payable, is valid, the re- 
maining key question is whether the 
residuary clause of his will may direct 
that the balance of his net estate be 
added to this trust and administered 
thereunder. This question involves, 
first, whether the reference to the 
trust instrument in the will is itself per- 
missible and, second, if so, whether 
the reference carries out its purported 
intent of merely adding assets to an 
existing trust to be administered as 
part thereof, or whether instead it is 
interpreted to create a second testa- 
mentary trust, thereby solving only 
some of the problems previously set 
forth. 


As for the first issue, the will pro- 
vision has been upheld in the majority 
of cases under one of two theories— 
the doctrine of incorporation by refer- 
ence or the doctrine of facts of inde- 
pendent significance. These are both 
standard doctrines of the law of wills 
which cannot here be explored in any 
detail. Briefly stated, those jurisdic- 
tions which permit incorporation by 
reference generally mean only that a 
testator may fill out the terms of a 
trust in his will by reference to an 
extrinsic document not executed with 
the formalities of a will if (1) the 
document is in existence at the time 
of the execution of the will, (2) the 
existence of the document appears 
from the face of the will and (3) the 
document is identified with reasonable 
certainty in the will.* Note that the 
reference is simply to a writing which 
fulfills these requirements, regardless 
of whether it in itself has created a 
valid existing trust. 

The second doctrine is that a dis- 
position by will incomplete in its 





* Restatement of the Law of Trusts (2d), 
Secs. 56-57, and comments and appendix 
thereto, citing authorities in various juris- 
dictions; 1 Scott on Trusts, Secs. 56-57; 
annotation, 32 A. L. R. 2d 1270. 
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*See, for example, Lawless v. Lawless, 
187 Va. 511, 47 S. E. 2d 431 (1948). 
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Because of tax laws, it’s more than 
difficult for any big company to 

take a loss because of a strike. If 
the steel companies had lost 

money because of the strike, all 
they would have had to do was go 
back three years and apply 

the deficit to tax returns for the 
years since that time. Uncle Sam 
then would have refunded taxes paid 
until losses were wiped out under 
terms of ‘‘carry forward-carry back” 
tax provisions. —/. U. D. Bulletin. 


terms from the face of the will may 
be ascertained or “filled out” by in- 
dependent facts having significance 
apart from the will. As explained by 
Professor Scott, this means nothing 
more than the resort to extrinsic evi- 
dence necessary to determine, for 


example, the grandchildren of a testa- 
tor to whom he has left his property 
without name or the contents of the 
safe deposit box which he has be- 
queathed without itemization.® 


In a number of cases, the courts 
have upheld pour-overs without clearly 
identifying which theory is being used. 
Perhaps the leading case is Matter of 
Rausch, 258 N. Y. 327, 179 N. E. 755 
(1932), an opinion by Judge Cardozo. 
Other cases will be referred to below. 
On the other hand, a few jurisdictions 
in the past have flatly prohibited a 
will provision disposing of property 
on the terms, at least, of a revocable 
trust, thereby specifically or implicitly 
denying one or both of the doctrines 
in this context. Connecticut in the 
past has been one of these severe 
states, through its decision in Hathe- 
way v. Smith, 79 Conn. 506, 65 A. 1058 
(1907), where the incorporation by 
reference of a trust document was 
struck down so firmly that lawyers 
in that state have doubted whether a 
true pour-over to a trust would have 


had any better success under the doc- 
trine of facts of independent signifi- 
cance. Perhaps the leading adverse 
authority, however, has been Atwood 
v. Rhode Island Hospital Trust Com- 
pany, 275 F. 513 (CA-1, 1921), cert. 
den., 257 U. S. 661 (1922), where the 
court found that an attempt at a 
pour-over to a revocable trust failed 
because the testator could not base 
his will upon the shifting provisions 
of an inter vivos instrument not ex- 
ecuted as a will. In those jurisdictions 
where the question has not been settled, 
it is probably the Atwood case more 
than any other which has led lawyers 
to the conservative approach of the 
two-trust system which has already 
been reviewed. 

Unfortunately, where the matter is 
left to case law, even a favorable de- 
cision with respect to a pour-over to 
one type of trust may not provide a 
safe enough umbrella for other types 
of trusts. For instance, the Rausch 
decision in New York involved an 
irrevocable, unamendable trust, and 
one intermediate appellate court in a 
later decision refused to follow Judge 
Cardozo where the trust was amend- 
able and had been amended four 
times, once after the execution of the 
will (President and Directors of Man- 
hattan Company v. Janowitz, 260 App. 
Div. 954, 21 N. Y. S. 2d 375 (1939)). 
In this case the pour-over failed alto- 
gether. In other decisions on similar 
facts, courts have treated the will 
provision as creating a trust upon the 
terms of the inter vivos instrument 
as it stood at the time of the will, 
ignoring later amendments.'® Also, a 
codicil to the will, republishing it 
after amendments to the trust, may 
validate the pour-over upon the terms 
of the trust as amended. It is not 
possible here to review the decisions 
and the refinements, but only to point 





*1 Scott on Trusts, Sec. 54.3. 
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” For example, Koeninger v. Toledo Trust 
Company, 49 Ohio App. 490, 197 N. E. 419 
(1934). 
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up the problem and the pitfalls in the 
use of the device in any state where 
legislation has not cleared the air and 
where case law remains uncertain.” 


Even assuming that the will pro- 
vision will be deemed valid, the sec- 
ond question remains as to whether 
the pour-over will be given effect as 
such or whether a second testamen- 
tary trust will nonetheless be held 
to have been created. If the court 
uses the doctrine of incorporation by 
reference, the theoretical result, as 
pointed out above, is a testamentary 
trust based on the terms of the inter 
vivos trust..* If the court uses the 
doctrine of facts of independent signifi- 
cance, the trust is an existing entity 
just as is a corporation, and the will 
provision can be upheld as making a 
gift to the existing entity without too 
much difficulty.*® 

By way of summary of the case 
law, it seems that the courts have 
increasingly leaned liberally toward 
not only upholding the pour-over will 
provision, but upholding it even to 
an amendable trust which has been 
amended after the will and upholding 
it as simply a gift to the inter vivos 
trust which thereafter removes the 
property from any continuing juris- 
diction by the probate court. Pro- 
fessor Scott urges this result in his 
classic treatise, and his position is 
adopted in the Restatement of Trusts. 


The main ground for the liberal cases 
is, it appears, that the basic policy of 
the Statute of Wills—namely, protec- 
tion against fraud and mistake in the 
disposition of property—is not vio- 
lated by a disposition made to, or 
with reference to, a properly consti- 
tuted inter vivos trust, complete in its 
terms and having living validity under 
the law of trusts entirely apart from 
the will. 


Statutory solutions.—Nonetheless, 
in a number of jurisdictions, tradi- 
tionally conservative will draftsmen 
have hesitated to rely on the still un- 
certain or nonexistent case law of 
their own or other jurisdictions, and 
have necessarily treated the position 
of the Restatement of Trusts as more 
a hope than a reality. In order to 
provide for the estate planning ob- 
jective so convenient and so fitting 
in a case such as that of John Jones, 
they have turned to legislation. Thus, 
at least ten states have now enacted 
some form of provision aiding and 
abetting the pour-over device.** These 
statutes take different forms. Prob- 
ably no one of them answers all of 
the possible questions which can arise 
and some of them indeed raise new 
problems. Other authors have made 
detailed analyses of these statutes, 
which will not be repeated here.’® 

Connecticut’s experience offers an 





"For detailed background discussion, see, 
among others, 1 Scott on Trusts, Sec. 54.3; 
Restatement of the Law of Trusts (2d), 
Sec. 54, and comments and appendix thereto; 
annotation, “Incorporating Trust in Will,” 21 
A. L. R. 2d 220. 

“ See, for example, Montgomery v. Blanker- 
ship, 217 Ark, 357, 230 S. W. 2d 51 (1950). 

“See, for example, Wells Fargo Bank & 
Union Trust Company v. Superior Court, 32 
Cal. 2d 1, 193 P. 2d 721 (1948); State ex rel. 
Citizens National Bank v, Superior Court, 236 
Ind. 135, 138 N. E. 2d 900 (1956). 

“Illinois Rev. Stats., Ch. 3, Sec. 194a, as 
added by Laws 1955; Indiana Stats. Anno- 
tated, Sec. 6-601, as amended by Laws 
1953, Ch. 112; North Carolina Gen. Stats., 
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interesting example of statutory de- 


Sec. 31-47, as added by Laws 1955, Ch. 388; 
Wisconsin Stats., Sec. 231.205, as amended 


by Laws 1955, Ch. 85; Nebraska Laws, 
1957, Ch. 113; Oregon Laws, 1957, Ch. 345; 
Pennsylvania Stats. Annotated, Tit. 20, Sec. 
180.141, as added by Laws 1957, Ch. 378; 
Virginia Code, 1950, Sec. 64-71.1, added by 
Laws 1958, Ch. 450; Wyoming Laws, 1957, 
Ch. 180; Connecticut Gen. Stats. (1958 
Rev.), Sec. 45-173, as amended by Laws 
1957, Ch. 575. 

* See, for example, note, 57 Michigan Law 
Review 81 (1958); note, 69 Harvard Law 
Review 1147 (1956); Lauritzen, “Pour Over 
Wills—Cautions in Light of Recent Statutes 
and Decisions,” 95 Trusts and Estates 992 
(November, 1956). 
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... the capital gains tax has 
achieved the unenviable result of 
satisfying almost nobody, certainly 
not the vast army of taxpayers who 
are denied this preferential 
treatment and, in fact, not even the 
investor or speculator 
himself.—Reuben Clark. 


velopment. In order to overcome the 
effect of Hatheway v. Smith, previously 
cited, which ruled out incorporation 
by reference, the Connecticut General 
Assembly, in Laws 1953, Chapter 
442, briefly provided that no bequest 
is invalid by reason of any reference 
therein to a trust instrument executed 
and in effect at the time of executing 
the will. This deceptively simple pro- 
vision offered little help. At best, it 
merely avoided the paper work of re- 
peating the terms of an inter vivos 
trust in a testamentary trust. How- 
ever it might be interpreted (and 
there is no decision to date), it did 
not by its terms deny the continuing 


jurisdiction of the probate court as 
to the assets poured over by the will 


in trust, nor solve other two-trust 
problems. Therefore, by amendment 
in 1957, the assembly enlarged the 
section specifically to cure these de- 
fects, albeit in somewhat more restric- 
tive terms than in some other states. 


Without exhausting all points, it 
may be helpful to list certain matters 
which should be covered in a pour- 
over statute (or at least considered 
in its preparation) and which have 
not all by any means been adequately 
treated in existing statutes: 

(1) Without attempting to codify 
the theories of incorporation by refer- 
ence and facts of independent signifi- 
cance (as did Indiana, for example), 
the statute should specifically author- 
ize creation of a testamentary trust 
by reference to the terms of an inter 
vivos trust instrument existing at the 
time of execution of the will and 
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clearly identified therein, and the addi- 
tion, under the will, of assets to such 
an inter vivos trust by gift over. 


(2) At least without further experi- 
ence, it may be better not to authorize 
reference to or a gift to a trust created 
(even by the testator) after the ex- 
ecution of the will, or amended there- 
after, unless the testator executes a 
codicil to his will reaffirming the pro- 
visions with respect to the trust. The 
requirement of such a codicil helps 
keep the two instruments in correla- 
tion with each other, reduces the 
danger of mistake, and accords more 
fully with traditional judicial attitudes 
toward wills. However, with this 
precaution, the statute should clearly 
specify that the trust may be revo- 
cable or amendable, and it may further 
help to include a direct reference to 
the unfunded life insurance trust, as 
was done in Virginia, thereby eliminat- 
ing any doubt on that score. 


(3) None of the statutes pays suff- 
cient attention to the problem of 
revocation or amendment of the trust 
by a person other than the testator. 
When the trust is irrevocable and 
unamendable, it does not matter much 
who the creator of the trust is—its 
terms should be carried out in accord- 
ance with the testator’s intent in 
making the pour-over. But when the 
trust is revocable or amendable by 
another, particularly after the testa- 
tor’s death, his entire purpose could 
be frustrated. Connecticut makes a 
partial attack on the problem by limit- 
ing pour-overs to trusts created by 
the testator, his spouse or immediate 
family (who would not be likely to 
change its terms against his wishes). 
The question is what would a Con- 
necticut court do, for instance, if on 
our facts Mrs. Jones left her small 
estate to be added to her husband’s 
insurance trust and he, surviving her, 
amended the trust in favor of a second 
wife? To avoid this issue, a conserva- 
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tive statutory approach might be to 
permit pour-overs only to trusts created 
by the testator unless the trust is 
irrevocable and unamendable or, if 
amendable, unless the testator specifi- 
cally approves in his will the free 
exercise of this power by the one 
holding it. 


(4) The statute should specifically 
provide that in the case of a true 
pour-over gift by will, the property 
should be added to the inter vivos 
trust and thereafter be administered as 
part of it, not as a testamentary trust. 


If the forgoing matters are cov- 
ered, it seems that a simple, under- 
standable and workable statute results, 
which clears up present case law un- 
certainties and covers most of the 
common planning situations without 
opening the door to too many novel- 
ties in the law of wills and trusts. 


Drafting precautions.—The statu- 
tory provisions have to date received 
little construction by the courts. Cer- 
tain drafting and procedural precau- 
tions can help assure a favorable 
hearing if the issue arises and will 
also help in states where reliance 
must still be placed on case law: 


(1) The trust instrument should on 
its face contemplate the pour-over— 
that is, the trustee should be specifi- 
cally authorized to receive additional 
property from sources including the 
estate of the settlor, and frequently 
of his wife, and in Jones’s case also 
to receive death benefits under an em- 
ployee’s pension or profit-sharing plan. 

(2) The will should clearly identify 
the trust and clearly specify a pour- 
over gift, so that there can be no 





* Even if John Jones were to die before 
tne policies had been returned to the trustee 
endorsed with the change of beneficiary, 
the general rule would be that he had done 
all he could to effect the change, which 


would be deemed consummated and the 
proceeds paid to the trustee. Gill v. Provt- 
deni Life & Accident Insurance Company, 
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construction issue that a testamen- 
tary trust through incorporation by 
reference was intended. However, as 
a precaution, the bequest or devise 
may provide for a testamentary trust 
in the event that for any reason the 
inter vivos trust has failed or is held 
not to qualify for a pour-over. 


(3) As in John Jones’s case, the 
life insurance proceeds may be the 
only liquid assets with which to pay 
claims, funeral and administration 
expenses, and taxes. Therefore, the 
trustee of the life insurance trust 
should be specifically authorized to 
purchase securities or other property 
from the estate of the testator, or of 
his wife, and to make loans to the 
estate on such terms as the trustee 
may deem best, whether or not the 
same qualify as authorized invest- 
ments. Conversely, it seems good 
practice in the will specifically to 
authorize the executor to sell assets 
to, or borrow from, the trustee. 


(4) Perhaps an overabundance of 
caution, it may nonetheless help to 
observe certain formalities in the ex- 
ecution of the instruments: 


(a) The trust instrument should be 
completely executed, witnessed and 
acknowledged before the will. 


(b) At the same time, John Jones 
should execute the necessary forms 
for change of beneficiary of his life 
insurance policies to the trustee and 
deliver the forms with the policies 
to the trustee who can in turn deliver 
them to the insurance agent or send 
them to the various companies for 
endorsement of the change on the 
policies and return to the trustee for 
safekeeping.*® The insurance com- 


131 W. Va. 465, 48 S. E. 2d 165 (1948); 
Equitable Life Assurance Society v. Brown, 
31 F. Supp. 785 (DC W. Va., 1940); 
Bachrach v. Herrup, 128 Conn. 74, 20 A. 2d 
395 (1941). For a review of many other 
cases and the refinements of the rule, see 
annotation, 19 A. L. R. 2d 5. 
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It has been estimated that 
Congressional action in the first 
session of the Eighty-sixth 
Congress will increase future 
federal spending (after 1960) by 
almost $11 ¥ billion. 

—tThe Tax Foundation. 


panies will generally require a con- 
formed copy of the executed trust 
instrument before making the change- 
of-beneficiary endorsement on the 


policy. 


(c) Executing the trust instrument 
with the formalities of a will should 
eliminate the problem of incorpora- 
tion by reference, if raised, and permit 
proving the trust as part of the will, 
if necessary. 


(d) The attorney should make a 
memorandum of the various steps in 
execution and should affix a note to 
the trust instrument advising of the 
desirability, if not necessity, for a 
codicil to the grantor’s will reaffirm- 
ing the pour-over at any time that 
the trust is amended. 


(5) Watch out for contingent re- 


mainder provisions. If John Jones 
and his family die in a common dis- 
aster, he may be willing to have his 
insurance paid, for instance, to his 
alma mater but may wish the rest 
of his estate to pass to his brothers 
and sisters. However, unless the pour- 
over by will is properly limited, his 
entire testamentary estate will pass 
to the insurance trust and through 
its provisions cut out his family in 
favor of his college. 


Tax notes.—Marital deduction.— 
There should be no more difficulty 
in working out the use of the marital 
deduction, the advantages of a “spray- 
ing” or accumulation trust, and other 
trust tax problems in the case of the 
living trust with pour-over than in 
the case of the testamentary trust. 
For instance, use of the maximum 
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marital deduction of about $65,000 in 
John Jones’s case will reduce his fed- 
eral estate tax to about $150. Of the 
$65,000, $15,000 would be filled by the 
$10,000 equity in the joint home, 
the $3,000 joint savings account, and 
the $2,000 of personal property which 
John would ordinarily bequeath to 
his wife. 

If his life insurance trust of $100,000 
is then divided into the familiar trusts A 
and B (the wife’s trust, A, qualifying 
for the marital deduction, and the 
family trust, B, not qualifying but 
providing broad trustee powers for 
the benefit of the wife and children 
as a whole), the additional $50,000 of 
life insurance in trust A will complete 
filling the marital deduction for John’s 
estate. The pour-over under his will 
can then either add the residue of his 
estate (mostly securities) to the non- 
marital trust B or, preferably, split 
the residue between the two trusts. 
While the result in the hypothetical 
case overqualifies for the marital de- 
duction by $10,000, this gives a margin 
of safety and ensures that as John 
Jones’s investments grow, the maxi- 
mum marital deduction will be pre- 
served without having to rewrite his 
will too frequently. 


Tax clause—As in estate planning 
generally, one of the trickier prob- 
lems in the use of the pour-over may 
involve the allocation and apportion- 
ment of state and federal taxes at 
death, considering the fact that with- 
out a specific will clause the particular 
state’s proration statute may require 
the widow to bear her share of taxes, 
thereby possibly reducing the marital 
deduction. It must also be remem- 
bered that life insurance, together 
with property subject to a power of 
appointment, constitutes the two classes 
of property as to which the Internal 
Revenue Code itself provides appor- 
tionment provisions, authorizing the 
executor to recover from the bene- 
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ficiary or recipient, unless the will 
provides otherwise, the portion of 
federal estate tax allocable to such 
property, except to the extent that 
such property qualifies for and falls 
within the maximum marital deduc- 
tion allowed to the decedent."* 

The common tax clause, which 
avoids apportionment by requiring 
the executor to pay taxes on all prop- 
erty (whether or not passing by will) 
out of the testator’s residuary estate, 
may or may not solve the problem 
where a pour-over is used. The residu- 
ary estate may not be large enough to 
carry the burden of taxes, as well as 
claims, funeral and administration ex- 
penses. In this event, any clauses in 
the trust permitting the trustee to 
buy assets or loan funds to the estate 
to provide liquidity may also be in- 
adequate since there may be no assets 
to buy and no security for a loan. 
Accordingly, some practitioners have 
used a clause in the trust directing 
the trustee to pay claims, expenses 
and taxes of the whole estate, includ- 
ing those allocable to nontrust as- 
sets, as the executor may request of 
the trustee in writing. 

There may be several dangers in 
the use of such a broad clause. First, 
if the takers under the will have dif- 
ferent interests than the takers under 
the trust, arguments may arise as to 
how much reimbursement the execu- 
tor should request from the trustee 
and what formula is fair under the 
circumstances. Second, such a clause 
may imperil the state inheritance tax 


exemption for life insurance proceeds 


to the extent of the claims, adminis- 
tration expenses and taxes which are 
obligations of the estate. It may be 
that a clause in the trust directing 
the trustee to pay over proceeds to 





* 1954 Code Secs. 2206-2207. 

* See Allen F. Smith, Personal Life Insur- 
ance Trusts (1950), pp. 250-251. 

* See, for example, Peter Miller, “Special 
Problems in Estate Planning for the Cor- 
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The introduction of a system with 
capital gains being taxed in full 
would accentuate the extent of 
price fluctuations of capital assets 
over the business cycle.—Wilbur 
A. Steger, The RAND Corporation. 


the executor for these purposes is 
nothing more in law than making the 
insurance payable pro rata to the es- 
tate by an indirect means. It does 
not seem that the same argument can 
be made where the trustee is author- 
ized in his discretion to use the pro- 
ceeds only to buy assets from the 
estate or loan to the estate on ade- 
quate security.”® 

Third, along much the same lines 
and to the extent of the claims, ex- 
penses and taxes which the trustee 
may be required to pay for the execu- 
tor, such a broad clause will, it ap- 
pears, risk the federal estate tax 
exemption under 1954 Code Section 
2039(c) for death benefits payable to 
the trustee as designated beneficiary 
under the employer’s qualified pen- 
sion or profit-sharing plan. While 
the regulations do not specifically 
sanction the practice, it has become 
common to name trustees as bene- 
ficiaries to receive such death benefits, 
and the tax and other advantages 
over payment to the widow outright 
or in installments have been reviewed 
elsewhere.’® 

However, the regulations”? do 
make clear that the death benefits 
will lose their federal estate tax ex- 
emption if they are “receivable by or 
for the benefit of the decedent’s es- 
tate” and refer to the section on taxa- 
tion of life insurance proceeds, where 
the meaning of this phrase is set forth 
as follows: 
porate Executive,” Proceedings of New York 
University Seventeenth Annual Institute on 


Federal Taxation (1959), p. 1171. 
* Treasury Reg. Sec. 20.2039-2(b). 
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“Tt makes no difference whether or 
not the estate is specifically named as 
the beneficiary under the terms of the 
policy. Thus, if under the terms of 
an insurance policy the proceeds are 
receivable by another beneficiary but 
are subject to an obligation, legally 
binding upon the other beneficiary, to 
pay taxes, debts, or other charges en- 
forceable against the estate, then the 
amount of such proceeds required for 
the payment in full (to the extent of 
the beneficiary's obligation) of such 
taxes, debts, or other charges is in- 
cludible in the gross estate.” 7? 


These problems can usually be 
solved by a compromise, under which 
neither the estate nor the trust pays all 
of the claims, expenses and taxes. In- 
stead, the estate can be required, as 
usual, to pay the debts, claims and 
expenses of the decedent for which 
the trust is ordinarily not liable, and 
the taxes on all but the trust prop- 
erty. The trustee can then be directed 
to pay or reimburse the executor for 
payment of the death taxes allocable 
to the trust itself. Under state pro- 
ration statutes which put the ulti- 
mate burden of tax upon the property 
to which it is allocated, and the re- 
cipients thereof, the trustee would 
then appear to be discharging a trust 
obligation, not an estate obligation 
proscribed by the quoted regulation 
above. 

Of course, the taxes may have to be 
paid out of the portion of the trust 
not qualifying for the marital deduc- 


tion, or for other reasons it may not 
be desirable to have the trust pay 
even its own taxes. 
if the residuary estate is too small to 
carry the load, the testator may have 
to hold one or more policies out of 
trust to provide cash for taxes, or 


In such event, 


* Treasury Reg. Sec. 20.2042-1(b). 
“For an example, see Jn Re IWilson’s 


Estate, 363 Pa. 546, 70 A. 2d 354 (1950). 
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Growth of the American economy has 
slowed to the point where the 

United States today stands almost 

at the bottom of the list of major 
nations in terms of its annual rate 

of economic growth.—National 
Industrial Conference Board. 


make other provisions. The above dis- 
not intended to exhaust 
the possibilities, but only to point up 
a problem which always bears thought 
in using the pour-over technique. 


cussion is 


Insurance loan.—One situation in- 
volving at least state inheritance tax 
consequences has not received too 
much comment to date. It is not in- 
frequent for insureds to borrow out 
the cash value of their policies. In 
these days of inflation, the practice is 
becoming increasingly common of 
borrowing static cash values to invest 
in growth securities. Under 
circumstances, the pour-over tech- 
nique continues to work well. The 
insurance trust is created subject to 
the insurance loans; the equities 
purchased with the borrowed money 
are poured back to the trust under 
the will.*? 


such 


If the loan is made from the insur- 
ance company against the cash or 
loan value of the policy, the general 
rule is that the loan does not create 
a personal liability or general obliga- 
tion of the insured’s estate, but merely 
reduces the face amount of the policy 
and the proceeds payable to the bene- 
ficiary.2* Therefore, the loan is dis- 
allowed as a deductible claim against 
the estate. 

On the other hand, if the loan is 
made from a bank on a personal note 
of the insured and the policies are 
merely pledged as collateral, it has 
been held in various jurisdictions that 

In Re Schwartz, 369 Pa. 574, 87 A. 2d 270 
(1952); Walker v. Penick’s Executor, 122 Va. 
664, 95 S. E. 428; annotation, 31 A. L. R. 
2d 979. 
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not only is the loan a valid claim 
against the estate, but that, depend- 
ing upon the insured’s intent, the 
beneficiary under the policies has a 
subrogation claim for the amount of 
the proceeds used by the bank to pay 
off the debt.** 


Economically, the insured may be 
in the same position whether he bor- 
rows from the insurer or from a bank, 
and essentially the same federal es- 
tate tax results (if the insurance pro- 
ceeds are part of his estate) whether 
the proceeds be reduced by the loan 
from an insurance company, or whether 
the full proceeds be reported less a 
deduction for the debt to a_ bank. 
However, in a state where life insur- 
ance is exempt from inheritance tax, 
the bank debt may be deducted from tax- 
able assets of the estate as a valid 
claim even though the insurance re- 
mains tax-free. This was the precise 
holding in the Wilson and Connolly 
decisions cited above, and may result 
in no inheritance tax payable whatso- 
ever. 

There are, of course, other considera- 
tions in selecting the form of the loan, 
such as the comparative interest rate 
between bank and insurance com- 
pany, but if John Jones is exploring 
the loan values of his policies for one 
or more uses, the tax consequences 
of the form of should be 
plained to him. 


loan ex- 


Caveat—There are many other 
areas of trust and insurance taxation 
which may bear on the subject, but 
which really constitute whole topics 
in themselves. For instance, if John 
Jones gives his policies to his wife to 
remove them from his estate for fed- 
eral estate tax purposes *® and she 


creates the revocable insurance trust, 


the policies automatically become part 
of her estate. But if the insurance 
trust be made irrevocable, the conse- 
quent inflexibility plus gift tax com- 
plications may cause real difficulty. 
The limitless tax and estate planning 
ramifications of the “pour-over” device 
have consequently necessitated nar- 
rowing this article strictly to the John 
Jones hypothetical case which at least 
has the merit of common occurrence 
in professional experience. 


Conclusion 


Assume that John Jones’s state of 
domicile by statute or case law clearly 
recognizes the validity of the insur- 
ance trust and pour-over by will. 
What are the practical results for him? 


The revocable unfunded insurance 
trust which has been proposed costs 
John Jones no money but the legal 
fee, since ordinarily the trustee will 
make no more than a nominal charge 
for safekeeping the policies during his 
life. The trust preserves complete 
flexibility because it is revocable and 
amendable and in no way inhibits the 
use of the cash or loan values of the 
policies. Yet the trust provides a 
living estate plan for this young 
executive under which all of the pro- 
visions which he would desire for his 
wife and children can be spelled out, 
and the drawbacks of insurance set- 
tlement options or direct payment 
provisions for pension-plan death 
benefits can be eliminated. Further, 
through proper drafting, the liquid 
insurance proceeds and death benefits 
can ordinarily be made available to 
the estate for the payment of claims, 
expenses and death taxes. 


John Jones’s will now becomes a 
simple matter of making certain specific 





* Connolly v. Wells, 142 Conn. 529, 115 A. 


2d 444 (1955); Walzer v. Walzer, 1 App. 
Div. 2d 482, 151 N. Y. S. 2d 550 (1957), 
aff'd, 3 N. Y. 2d 8, 143 N. E. 2d 361; Wil- 
son's Estate, 363 Pa. 546, 70 A. 2d 354 
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(1950); Smith v. Coleman, 184 Va. 259, 35 
S. E. 2d 107 (1945); annotation, 160 A. L. R. 
1389. 

* See 1954 Code Sec. 2042, and regulation 
thereunder. 
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bequests of tangible personalty and 
gifts to charity and family, perhaps a 
marital deduction bequest to his wife, 
and then a single pour-over be- 
quest of the net residue to the trustee 
of his insurance trust, together with 
the usual administrative powers for 
his executor, the tax clause as we 
have described it, and perhaps a few 
miscellaneous provisions depending 
upon local practice and the lawyer’s 
preference, such as a common dis- 
aster clause, which are in no way 
inhibited by use of the pour-over. By 
the same token, Mrs. Jones’s will can 
give her present small property to her 
husband if he survives, but if he pre- 
deceases her, her property (aug- 
mented by her marital deduction 
share) can pass for the benefit of her 
children to her husband’s trust—now 


the 


irrevocable—thereby removing 
problem we have earlier discussed. 


The result is the consolidation into 
one trust fund of the husband’s assets 
for benefit of the wife and children 
and of the wife’s assets for benefit of 
the children, which we have set as 
our objective—achieved, it is believed, 
without tax penalty, and with possi- 
ble tax advantages, dependent upon 
the use of the marital deduction, the 
terms of the trust for spraying and 
accumulating income, etc. Above and 
beyond tax considerations, the ad- 
vantages of eliminating the testamen- 
tary trust reviewed above may well 
justify in a given jurisdiction the type 
of enabling legislation which has now 
cleared the way for the pour-over 
technique in a number of other states. 

[The End] 


Pension and Profit-Sharing Plans: 


Fallacies and Facts 
By MEYER M. GOLDSTEIN, Executive Director, Pension Planning Company 


Smarr NOTIONS abound con- 
cerning pension and _ profit-shar- 
ing plans. Many are based on fallacious 
concepts and are utterly contrary to 
the established facts. It is the pur- 
pose of this article to separate the 
fallacies from the facts and to present 
the situations in their true light. Here 
are the fallacies and the facts: 


Pension Problem Escapable 


Fallacy No. 1.—The employer can 
avoid the problem of superannuation 
and disability. 

Fact No. 1.—The employer cannot, 
if the organization stays in existence, 
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avoid the problem of some superan- 
nuation (and some disability) among 
long-service employees. The sur- 
vivors who may become a pension or 
disability problem may be only one 
out of 100 active employees, or five, 
or ten, etc. But some will “stick to 
the ribs” and grow too old or too ill 
to do a productive job. 


If the employer elects his first 
choice—that is, firing such long-serv- 
ice aged or disabled employees—it 
will disrupt employee morale. The 
object lesson will encourage turnover 
among the younger employees. Further, 
where the employees are organized, 
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the union may invoke the seniority 
clause to resist the compulsory retire- 
If the employees are not or- 
ar encourage 


ments. 
ganized, the example ¢ 
unionization. 

If the employer elects his second 
choice—that is, keeping aged or dis- 
abled employees on the payroll—it 
will lead to a mounting, costly pen- 
sion roll to be paid for in bad years 
as well as good. Besides, the organi- 
zation can become an “old folks’ home” 
and a_ high-cost -““three 
generations from shirt-sleeves to shirt- 


operation 


sleeves.” 


‘ 

‘‘Pay as You Go" Pensions Cheaper 

Fallacy No. 2.—<A “pay as you go” 
pension plan is cheaper because the 
company can pay for pensions only 
when they must be provided—and 
then get its same tax deduction. Also, 
meanwhile, it can use the working capital 
to better advantage in the business. 


Fact No. 2.—The advantage to an 
employer of a lower initial outlay in 
an unfunded “pay as you go” plan is 
only temporary, at best. This appar- 
ent advantage soon becomes a major 
disadvantage because “pay as you go” 
is like a thief that creeps up in the 
dark. As the organization matures— 
and grows—an increasing number of 
employees retire with “pay as you 
go” pensions. On the other hand, a 
prefunded plan can provide a level 
percentage of payroll cost. Sesides, 
the double tax discount of employer 
deductions and tax-free accumulations 
on fund earnings means that the ulti- 
mate cost is less (for example, one 
third less in an actual study) to pro- 
vide the same pensions by prefunding 
as would have been paid via “pay as 
you go. 


Fixed Cost Commitment Essential 
Fallacy No. 3.—The employer is 
obligated to an annual fixed cost com- 
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mitment under a tax-qualified pension 
plan. 


Fact No. 3.—There is no tax or 
legal requirement for a fixed cost 
commitment. A properly designed 
(and funded) plan can provide for 
flexibility of employer contributions 
so as to enable him to contribute the 
maximum that is tax deductible in 
good years and average amounts in 
normal years, with freedom—in his 
sole discretion—to reduce or suspend 
payments in lean years without neces- 
sarily disrupting tax or actuarial 
soundness. 

The Internal Revenue Service ad- 
ministrative rules need cause no con- 
cern to an employer who establishes 
and maintains a pension plan in good 
faith. 


Past-Service Funding 
Essential 


Fallacy No. 4.—The past-service 


liability must be fully discharged by 
the employer in order to maintain the 
plan in a tax-qualified status. 


Fact No. 4.—There is no tax or 
legal requirement (aside, perhaps, 
from short-term collective bargaining 
contracts) that the past-service lia- 
bility be paid in full—quickly or ever! 
All that the tax rules require is that a 
suspension of contributions should 
not affect the benefits payable under 
the plan and that the costs be met 

on the average over the years—unless 
an employer has a valid reason. Hence, 
under a continuing plan, the employer 
may fund the past-service liability at 
his leisure and in his sole discretion, 
as—for example—over 12, 20, 30 or 50 
years, or never (by merely keeping 
the original past service liability from 
increasing)—and the plan can still 
remain actuarially and _ tax-sound. 
Again, a well-intentioned employer 
need not be disturbed by Internal 
Revenue Service administrative rules. 
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Working Capital 
Impaired 

Fallacy No. 5.—A pension plan eats 
into a company’s working capital. 


Fact No. 5.—This is not neces- 
sarily so. A tax-qualified funded pen- 
sion plan can permit investment in 
company securities to maintain work- 
ing capital at the same level as if a 
company had no pension plan. Some 
pension trust funds are constantly 
being invested, in part, in company 
securities including those of closely 
held corporations—always with ad- 
vance Internal Revenue Service ap- 
proval. Obviously, as to employee 
relations, the “eggs in one basket” 
theory needs to be considered. Like 
many problems, it is not all “black” 
or all “white” but has shades of “gray.” 
Sears, Roebuck & Company, of course, 
is a striking illustration of the “white” 
side. Also, in closely held corpora- 
tions the investments are usually in 
“senior securities,” including preferred 
stock of the employer which has a 
first lien on the assets and earnings of 
the company. Dividend-paying com- 
mon stock is sometimes used—as well 
as first mortgages on company-occu- 
pied buildings, sales and lease-backs, 
etc. 


Coverage Required— 
100 Per Cent 


Fallacy No. 6.—A_tax-qualified 


pension plan must cover all employees. 


Fact No. 6.—The Internal Revenue 
Code provides for alternative methods 
under which the employer may set up 
acceptable Among 
these are plans covering employees 


classifications. 


who are compensated above the social 
security wage limit ($4,800 per an- 
num currently); plans which cover 
only such employees as are compen- 
sated on a salary basis; plans covering 
only employees who have completed 
a prescribed number of years of serv- 
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ice and/or are within certain age 
groups; or plans which cover em- 
ployees who are engaged in certain 
types of work, are employed in cer- 
tain departments, or are in other 
classifications. 

All these classifications require, of 
course, that they still meet the In- 
ternal Revenue Service tests as to no 
discrimination in favor of the top- 
level employees (which they generally 
can do). 


Thus, through these and other, even 
better, actuarial techniques, it is pos- 
sible to concentrate employer con- 
tributions primarily in employees 
who remain with the company. This 
type of elimination is possible under 
a tax-qualified pension plan but is 
more difficult and often impossible in 
tax-approved profit-sharing plans. 


High After-Tax Cost 
to Stockholder-Officers 


Fallacy No. 7.—Stockholder-officers 
in a closely held corporation can de- 
rive more through distributions of 
excess corporate earnings in the form 
of dividends or increased salaries than 
through participation in a tax-quali- 
fied pension plan. 


Fact No. 7.—Depending upon the 
ages of the individuals concerned and 
their total service and compensation, 
stockholder-officers can fare as well 
and sometimes better—under a pen- 
sion plan than by receiving compara- 
ble amounts by way of dividends or 
pay increases. 

Even if it is a standoff—which is 
frequently the way it does work out— 
stockholder-officers get a “good buy” 
because they have a safer corporate 
investment with a pension plan than 
without one, since the corporation can 
then facilitate the orderly retirement 
of aged or disabled employees and 
also have improved ability to attract 
and retain desirable employees. 
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Pension Ceiling Required 


Fallacy No. 8.—Pensions for key 
men are restricted by a ceiling. 


Fact No. 8.—This is incorrect! The 
Internal Revenue Code specifically 
provides that a plan is not discrimina- 
tory merely because contributions or 
benefits thereunder bear a uniform 
relationship to compensation. For 
example, if the pension plan provides 
everyone with pensions of 50 per cent 
of pay, the president with a $100,000 
salary can get a $50,000-per-year pen- 
sion just as a man with a $5,000 salary 
would receive a $2,500-per-year pen- 
even though the president’s 
pension dollarwise is 20 times that of 
the “$5,000 man.” Generally, no maxi- 
mum pension ceiling or other limita- 
tion is necessary taxwise. 


sion, 


No Capital Gain for Pensions 


Fallacy No. 9.—The long-term cap- 
ital gain treatment is not available 
under pension plans. 


Fact No. 9.—This is not so! The 
long-term capital gain treatment ap- 
plies to total distribution (paid within 
one taxable year of the distributee on 
account of the employee’s death or 
other separation from the service or 
on account of the death of the em- 
ployee after his separation from the 
service) under a tax-qualified pension 
plan, as well as under profit-sharing 
plans, ete. 


No Estate Tax Exclusion 
for Pensions 


Fallacy No. 10.—The death 
ceeds of a pension plan payable to a 
named beneficiary must be includable 
in his gross estate. 

Fact No. 10.—This is false! The 
death proceeds of a tax-qualified pen- 
sion—or profit-sharing, etc.—plan re- 
sulting from employer contributions 
are not includable in the gross estate of 
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the decedent if payment is made to a 
named beneficiary, that is, other than 
to the estate. 


Vesting Required Under Pensions 


Fallacy No. 11.—Employees’ rights 
to employer contributions in a pen- 
sion plan must vest—that is, belong 
to him—whenever he severs employ- 
ment or dies. 


Fact No. 11.—This is not true for 
pensions but is generally true, in part, 
under profit-sharing. Early living 
vesting of employees’ rights under a 
profit-sharing plan is the usual In- 
ternal Revenue Service requirement 
and full death vesting is almost uni- 
versal practice in profit-sharing plans. 
Both living and death vesting are 
costly. They can be matched, if de- 
sired, under pension plans, but neither 
is required taxwise. 


Profit-Sharing First 


Fallacy No. 12.—As a first plan, 
the deferred profit-sharing plan should 
always be established. 


Fact No. 12.—On the contrary, 
pension plans should always be the 
first plan, followed by a deferred 
profit-sharing plan as a second plan, if 
and when a company can afford both 
plans. We are talking only about 
priority. Both plans are desirable. 


Profit-Sharing Deductions Higher 


Fallacy No. 13.—Profit-sharing plan 
deductions (15 per cent of pay) are 
higher than allowable pension plan 
tax deductions. 


Fact No. 13.—It is generally just 
the opposite. Deferred profit-sharing 
is limited to deductions of 15 per cent 
of compensation of covered employees, 
on an average basis. There is no such 
limitation—either as a percentage of 
payroll or profits—on deductions for 
contributions under a pension plan. 
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It is not unusual, particularly in closely 
held corporations, for pension plan 
deductions to amount to 25 to 30 per 
cent of payroll, or more. 


Stockholder-Officers Get More 
from Profit-Sharing 

Fallacy No. 14.—Profit-sharing is 
better for stockholder-officers than is 
a pension plan. 


Fact No. 14.—Again, it is invari- 
ably the opposite. Stockholder-offi- 
cers are generally the highest-paid 
and longest-service employees. Past- 
service credits can be fully provided to 
everyone (including stockholder-offi- 
cers) under a pension plan, whereas 
they are available taxwise only to a 
limited extent (if at all) under a 
profit-sharing plan. A recent study 
showed that, with comparable em- 
ployer contributions under both a 
pension plan and a deferred profit- 
sharing plan, the executive and stock- 
holder-employees received much larger 
benefits under the pension plan (from 
two to four times better)—at the 
same annual company cost for each 
plan! 


Profit-Sharing Formula 
Not Necessary 


Fallacy No. 15.—Contributions un- 
der a qualified deferred profit-sharing 
plan may be made in such amounts 
and at such times as the employer 
chooses, without a definite predeter- 
mined profit-sharing formula. 


Fact No. 15.—A definite predeter- 
mined formula for employer con- 
tributions is no longer tax-required. 
However, on balance, “the cure is 
worse than the disease.” The definite 
formula remains as a safer procedure 
for a permanently tax-qualified profit- 
sharing plan that will protect the 
three tax entities: the employer as to 
deductions; the employee as to de- 
ferment, capital gain, freedom from 
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estate tax, etc.; and the trust fund as 
to tax-exempt status. One or more 
of these three taxpayers could lose 
their tax advantages if there were no 
definite formula! And 100 per cent 
accelerated vesting at all times may 
become practical eventually! 


Profit-Sharing 
to Avoid Organizing 


Fallacy No. 16.—A deferred profit- 
sharing plan is an effective means of 
preventing union organizing. 


Fact No. 16.—An employer may es- 
tablish a deferred profit-sharing plan 
with the hope of keeping a union out, 
but if and when a union’s timing is 
ripe, a union may make its appear- 
ance—profit-sharing plan or not. Sears, 
Roebuck & Company and Hormel Com- 
pany are significant examples of com- 
panies with old, successful, deferred 
profit-sharing plans that nevertheless 
have become organized, at least in 
part. Further, once a union has gained 
a toehold, there is less likelihood un- 
der collective bargaining of dropping 
the profit-sharing plan—so the em- 
ployer may have to provide both 
profit-sharing and pension plans, and 
have two costs! Hence, unless an 
employer is willing and able to main- 
tain a deferred profit-sharing plan, 
whether his plant is organized or not, 
such a plan should not be started. 


3esides, every comma of a deferred 
profit-sharing plan is subject to col- 
lective bargaining at each contract 
negotiation year or two— 
cluding potential fact-finding fishing 


-every in- 


expeditions as to “company secrets.” 
Pension plans avoid this type of hazard. 


Profit-Sharing No Problem 
in Mergers 


Fallacy No. 17.—Deferred profit- 
sharing plans represent no special 
problems in business mergers. 
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Fact No. 17.—It is usually much 
more difficult as to employee relations 
—and, perhaps, taxwise—as compared 
to merging two pension plans. 

For example, a buying company 
may have a pension plan with long- 
term vesting (for example, 20 years’ 
and at age A. selling 
company may have a deferred profit- 
sharing plan with early and progres- 
sive vesting (for example, 10 per cent 
per year of plan participation, up to 
100 per cent after 10 years’ participa- 
tion—and regardless of age). Whose 


service 55). 


vesting will prevail and at what ulti- 
mate cost to the company ? 


Further, when a deferred profit- 
sharing plan is merged into a pension 
plan, the deferred profit-sharing ac- 
counts at the time of merger must 
become 100 per cent vested whenever 
severance of employment occurs there- 
after. The 10-per-cent-per-year vest- 
ing as a going profit-sharing plan 
becomes 100 per cent vesting as if the 
profit-sharing plan had been termi- 


nated! [The End] 


TAX-WISE NEWS—Continued from page 10 


ingly attempting and conspiring to 
evade and defeat a large part of taxes 
due and owing by the corporation. 
The officers delivered a check to the 
district director for almost $3 million. 
This check had written its 
face: “Payment under protest of defi- 
ciencies and interest claimed for the 
years 1951, 1952, 1953, 1954 and 1955.” 
The district accepted the 
check and deposited it in an advance 
payment suspense account. It was 
not credited to any account of the 
taxpayer. No 30-day or 90-day letter 
had been sent to the taxpayer. No 
notice of deficiency or demand for 
payment of additional taxes had been 
served on the taxpayer. No notice of 


across 


director 


assessment was given and no assess- 
ment of any additional deficiencies 
had been made. There was no account 
other than the advance payment ac- 
count to which the check could be 
credited. The taxpayer then sued for 
a refund, but refunds are predicated 
upon Farnsworth & 
Chambers Company, Inc. v. 
59-2 ustc J 9783. 


assessments. 


Phinney, 


HE COMMISSIONER has 
sued regulations on Subchapter S 
and regulations covering the Kintner 
decision concerning the doctors who 
had a corporation and a pension plan. 
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HE TAXPAYER received $32,000 

as a compromised settlement in 
a suit instituted under the antitrust 
laws. He contended that $16,000 was 
not a recovery of treble damages 
under the Sherman and Clayton Anti- 
trust Laws but was compensation for 
“loss of incomes in value of the busi- 
ness or loss of capital.” However, the 
Commissioner maintained that the 
$16,000 was punitive damages; con- 
sequently, the tax was ordinary in- 
come. If the recovery represented 
damages or loss of profits, it would 
be taxable as ordinary income. If the 
recovery represented a replacement of 
capital destroyed, the money received 
would be a return of capital and not 
taxable. But money received as puni- 
tive damages is taxable income. The 
Tax Court held in this case that 
$24,000 of the $32,000 (the remainder 
after attorney's fees of $8,000) repre- 
sented a recovery for loss of antici- 
pated profits and that. therefore, it is 
taxable in full as ordinary income.- 
Ralph Freeman, CCH Dec. 23,851, 33 
sae ‘ No. 37. 


Depreciation Tables 


our readers who like tables, 
here is one containing decimal equiv- 
alents which can be used in prepar- 
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Table of Decimal Equivalents for Use 
in Computing Depreciation on Straight-Line Method 


Number of Months in Use During Current Year 


- 5 mos. C 


- 4166 


.00833 . 
-0076 
-00694 . 
00641 
00595 .0 
-00555 . 
00521 
.0049 
00462 .092 
.00438 .0877 

20 yrs. .00416 . 

5 yrs. .00333. 

30 yrs. .00277. 

} yrs. .00238. 


50 yrs. .00167. 


ing depreciation schedules for assets 


in use a fraction of the current vear. 


For instance, take an item costing 
$1,500 with a salvage value of $250, 
with an estimated life use of 15 years 
that was used seven months during 
1959. the 
step-by-step : $1,500 less salvage value 
of $250 leaves $1,250 to be depreci- 
ated; $1,250 + 
depreciation of $83.34; current year’s 
depreciation is $48.62 (7/12 of $83.34). 


Computing depreciation 
Ss 


annual 


15 years = 
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mos. 7 mos. 5 mos. 9 mos. 1C 


s1Q) 
~Vlyl 


.0133 


Using this table, follow the 15-year- 
life line over to the seven months’ 
column to find the decimal equivalent 
.0389, and then multiply the deprecia- 
ble basis of $1,250 by the decimal 
.0389 to find the current year’s depre- 
ciation of $48.62. 


This table was prepared by John D. 
Tigan of Branson, Missouri, who 
wrote: “I am sending you this table, 
for perhaps it will help some other 
practitioner in preparing depreciation 
schedules on the straight-line method.” 
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WASHINGTON TAX TALK 


The President's Economic Report will recommend several changes 
in the tax law . . . Pending tax bills will keep Congress busy. 


OON AFTER CONGRESS RECONVENES on January 7, 1960, 
the President will submit his economic report containing his legis- 
lative recommendations for the Second Session of the Eighty-sixth 
Congress. 
The 1960 Economic Report of the President will recommend the 
following changes in the tax law: 


(1) Continue for one year beyond June 30, 1960, the present tax 
rates on corporate income and excise taxes on automobiles and parts, 
cigarettes, distilled spirits, and wines and beer. 

(2) Raise the tax on aviation gasoline and impose a similar tax 
on jet fuels. 

(3) Enact corrective amendments to the Code on the taxation of 
cooperative patronage dividends. 

(4) Enact corrective legislation to define the “treatment processes” 
of mining for computing percentage depletion allowances for minerals. 
Congressional and Treasury staffs have been working on drafts of a 
proposed bill on this subject, but the President is expected to em- 
phasize the need for such legislation. 


The Congress 

Pending tax bills will keep Congress busy in 1960.—The 1960 
legislative year of Congress has the earmarks of being extremely 
important to tax men. 


There is a backlog of pending tax bills facing Congress as it 
starts the Second Session of the Eighty-sixth Congress. In addition, 
there will be many new tax bills introduced in 1960 which will receive 
favorable action. In this category are bills to amend the social security 
benefits—a must for an election year—and the annual extension of the 
existing corporate tax rate and certain excise tax rates. 

The first order of business for the House Committee on Ways 
and Means will be the consideration of new drafts of H. R. 5— 
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the Foreign Tax Investment Act of 
1959, known as the “Boggs” bill (see 
the article at page 11 in this issue) ; 
H. R. 3041—Subchapter J amend- 
ments on estates and trusts; H. R. 
4459—Subchapter C amendments on 
corporate distributions and adjust- 
ments; H. R. 4460—Subchapter K 
amendments on partnerships; and a 
bill, recommended by the Treasury, 
defining mining “treatment of proc- 
esses” for computing percentage de- 
pletion allowances for minerals. 
During the 1959 the 
Eighty-sixth Congress there were ap- 
proximately 1,000 tax bills introduced 
in the House, the point of origin for 
tax legislation. This amount does not 
include bills on social security, tariff 
and related subjects, also within the 
jurisdiction of the Committee on Ways 
and Means. An equal amount of tax 
bills can be expected to be introduced 
in the House during the 1960 session. 


session of 


There are 20 House-passed tax bills 
pending before the Senate Finance 
Committee as it starts the 1960 legis- 
lative year. Of this group, 11 apply 
to changes in the income tax law, 
four on excises and two on estate tax. 
Among the income tax bills pending 
in the Senate are H. R. 10—the Self- 
Employed Retirement Act of 1959 
and H. R. 8684, on “dealer reserves.” 
The former, H. R. 10, would permit 
self-employed taxpayers to deduct 
certain amounts which are set aside 
for retirement under restricted an 
nuity plans. The latter, H. R. 8684, 
would lessen the effect of the Supreme 
Court’s decisions in Commissioner v 
Hansen and Baird v. Commissioner, 
where the Court held that 
which were withheld from 
commissions by finance 


amounts 
dealers’ 
companies 
were income to the dealer in the year 
such amounts were put in reserve. 

Both the House and the Senate 
have bills pending which would give 
relief in the du Pont-General Motors 
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situation, discussed in the November, 
1959 issue of Taxes. A bill introduced 
by Senator Frear of Delaware, S. 200, 
was modified by the Senate Finance 
Committee, which indicated it would 
report the bill to the Senate this year. 
A similar bill, H. R. 8126, was re- 
ported to the House on September 
2, 1959, by the House Committee on 
Ways and Means. 

Congress will have its hands full if 
it just acts on tax bills now pending 
in its tax committees. 


First phase of “tax reform” hear- 
ings completed.__The Committee on 
Ways and Means completed its panel 
discussions on the first phase of “tax 
reform” hearings. Sometime in 1960, 
the committee will permit tax counsel 
and other interested persons to appear 
before the committee at public hear- 
ings and state their views on tax law 
changes necessary to increase the tax 
base and to remove inequities in the 
tax law. The committee will not 
attempt to write a “tax reform” bill 
until its hearings have been completed. 


The Internal Revenue Service 


There is a good possibility the Com- 


missioner will start his agents on a 
door-to-door canvass after tax-return- 
filing time is over this year. Concen- 
tration will be on business firms, and 
agents will check to see if they have 
filed the necessary tax returns, such as 
income, employment and excises. A 
similar canvass was made on a local 
basis in the Boston area a few years 


ago. 


During the fiscal year 1959, ending 
on June 30, 1959, the IRS audited 
2,624,061 tax returns and recommended 
that a total of $1.689 billion in addi- 
tional tax and penalties be collected. 
These figures represent increases of 
100,563 more returns audited, and $177 
million additional tax and penalties over 
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a similar period in 1958. The amount 
of returns audited will increase an- 
nually as the high-speed electronic 
processing system is expanded. 


Commissioner Latham is determined 
the recommendations of his advisory 
panel of tax experts will be given 
consideration by his officials. He has 
instructed Service officials whose op- 
erations would be affected by panel 
recommendations to appear before the 
panel and discuss the pros and cons 
of the proposed changes. 


The Commissioner has announced 
three IRS district 
offices. Effective January 1, 1960, the 
Upper and Lower Manhattan Dis- 
tricts within New York City will be 
consolidated and known as the Man- 
hattan District. Also on January 1 
the Toledo, Ohio IRS District will 
be merged into the Cleveland District, 
and the Columbus, Ohio District will 
be merged into the Cincinnati Dis- 
trict. The Service will still maintain 
taxpayer-contact offices at Columbus 
and Toledo. 


consolidations of 


Look for additional con- 


solidations in states where there is 


more than one district director office. 
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The Supreme Court 


The Supreme Court is in recess 
December 14, 1959, to January 11, 1960. 
The Flora case, decided in 1958, was 
granted a rehearing in June, 1959, and 
was reargued November 12, 1959. 
The issue in this case is whether a 
taxpayer must pay the full amount 
of an income tax deficiency before he 
may challenge its correctness by a 
suit for refund. The Court held that 
there has been no change in the prin- 
ciple that full payment is a condition 
precedent to a suit in the district 
courts. 


The Supreme Court has agreed to 
review the following cases: Uncon- 
tradicted testimony that an automobile 
given to the taxpayer by a business 
friend for furnishing the names of 
potential customers was intended to 
be a gift was controlling (Duberstein, 
59-1 ustc § 9385). A taxpayer who 
mined and used fire clay and shale in 
the production of vitrified clay sewer 
pipe and related products was entitled 
to compute percentage depletion on 
the basis of gross income from the 
sale of the finished product (Cannel- 
ton Sewer Pipe Company, 59-2 vustc 
9525). The sum of $20,000 paid by 
a corporation to its resigning presi- 
dent was held to be taxable to him 
as additional compensation (Stanton, 
59-2 ustc § 9562). 


The Supreme Court has refused to 
review the following case: Share- 
their stock in a 
corporation organized to acquire and 
develop oil and gas properties for 


holders who sold 


cash plus overriding royalties, upon 
which they placed no value in com- 
puting their capital gain on the sale 
of the stock, but which the taxing 
authorities valued at over $1 million, 
realized ordinary income from the 
receipts from their royalty interests 
in later (Warren, 59-1 vustc 
{ 9380). 


years 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


OMPARED TO 1959, 1960 will be a light legislative year even 

though the legislatures of new states of Alaska and Hawaii are 
slated to convene. During the 1959 sessions some interesting bills 
were proposed. One California bill would have subjected bicycle rid 
ers to the state’s drunk-driving laws; and a bill in Hawaii would have 
prohibited the removal, for private use, of sand from beaches. Utah 
toyed with the idea of spending $2,500 for a portrait of its governor. 

In 1960, 22 legislative bodies are scheduled to convene, one of 
which will be the United States Congress on January 6. Here is a list 
of the states that will go into session: Alaska, January 25; Arizona, 
January 11; California, February 1; Colorado, January 6; Georgia, 
January 11; Hawaii, February 17; Kansas, January 12; Kentucky, 
January 5; Louisiana, May 9; Maryland, February 3; Massachusetts, 
January 6; Michigan, January 13; Mississippi, January 5; Nevada, 
January 18; New Jersey, January 12; New York, January 6; Pennsyl- 
vania, January 5; Rhode Island, January 5; South Carolina, January 12; 
Virginia, January 13; and West Virginia, January 13. 


e 
5 


Atlantic States 


Income taxes.—The exemption from income tax now allowed in 
Massachusetts on interest from loans which are secured exclusively 
by a recorded mortgage of real estate would be dropped. Income from 
the rental of real estate would be included in taxable income from 
professions, trades, employment, etc. In computing net income, a 
deduction of $1,500 would be allowed for gross receipts from the 
rental of real estate. (H. B. 356.) 

Benefits that are received under the social security act would be 
exempt from Massachusetts income taxes (H. B. 256). 
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In determining taxable income from 
professions, employment, trade or 
business, the business income taxable 
in Massachusetts would include the 
net income from real estate, excepting 
the rental income from houses con- 
sisting of three or fewer apartments, 
which have an assessed valuation not 
exceeding $10,000 and one of which 
is occupied by the taxpayer as a 


home (H. B. 352). 


New York State income tax which 
is withheld from employees is deduc- 
tible in the year withheld, even 
though the employer does not remit 
the withheld tax to the state until the 
following year. Any refund of with- 
held tax is excludable from federal 
gross income if the tax table or stand- 
ard deduction is used, or if the prior 
deduction did not result in a tax bene- 
fit. (Special Ruling, United States 
Treasury Department, October 15, 
1959.) 

Property taxes.—Real estate and 
personal property taxes would be pay- 
able in Massachusetts in two install- 
ments—April 1 and October 1 of the 
year in which they were due (H. B. 
351). 

The New Jersey Constitution would 
be amended to establish the follow- 
ing system of classification for prop- 
erty tax purposes. Real property 
would be classified as (1) residential, 
(2) industrial and commercial, and 
(3) farm lands and other lands not 
developed for either residential, in- 
dustrial or commercial use. Railroad 
and public utility property would be 
classified separately. (S. C. R. 37.) 


Lake States 


Income taxes.—A personal income 
tax in Michigan has been proposed for 
the privilege of receiving, earning or 
otherwise acquiring compensation 
from any sources. The tax would be 
nonresident 
the rate of 1 


levied on resident and 


individuals at per cent 


of compensation in excess of $35 paid 
with respect to a_ specific week. 
Where compensation would be re- 
ceived on other than a weekly basis, 
the $35 exclusion would be ratably 
adjusted to the period in which the 
compensation was earned, with a limit 
of $1,820 for compensation paid in 
any one calendar year. (S. B. 1389.) 


The Michigan Court of Claims has 
held that a Wisconsin corporation is 
subject to the business activities tax 
on business conducted in Michigan. 
The corporation involved owned 
property in Michigan and engaged in 
extensive activities within the state. 
In deciding this case, the court stated 
that the tax is designed to reach only 
the income that is derived from the 
corporation’s activities within the 
state, and that the allocation formula 
employed by the state results in a 
fair apportionment of the corpora- 
tion’s income. (Express Freight Lines, 
Inc. v. State of Michigan, CCH Micu- 
IGAN TAX Reports § 200-071.) 


Wisconsin is giving a tax program 
another try by the introduction of 
A. B. 1000 which proposes a general 
withholding of income taxes begin- 
ning in 1961 with a partial tax for- 
giveness. Assembly Bill 999 would 
set personal tax rates for 1960 at 0.75 
per cent above present levels and add 
a new rate of 9.25 per cent on income 
over $14,000. It would also apply a 
surtax of 15 per cent and increase 
credits from $7 to $12. 

Property taxes.—The Wisconsin 
Constitution would be amended to 
provide that no personal property tax 
could be levied or collected within 
the state (A. J. R. 122). 


Sales and gross receipts taxes.—An 
automobile dealer in Ohio sold new 
cars at inflated prices and gave the 
buyers corresponding inflated trade-in 
allowances on their used cars. The 
Ohio Court of Appeals held that the 
dealer must remit to the state the full 
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amount of the sales taxes that he 
collected from the buyers, even 
though these collections were based 
on inflated trade-in allowances rather 
than on market values. (Davis, d. b. a. 
Steel City Chevrolet Company, CCH 
Onto TAx REeports—to be reported.) 

In Ohio, the initial use of personal 
property determines sales tax liabil- 
ity. In Bruns Coal Company, Inc. v. 
Bowers, CCH Onto Tax REportTs 
{| 200-982, it was held that, generally, 
the initial use to which a consumer 
puts his purchase will be used \for 
sales tax purposes, In this case the 
taxpayer purchased some tractors and 
other equipment. One of the tractors 
was used in strip mining and then 
later used in road work. The other 
equipment was first used in road 
work and later used in strip mining. 
Under Ohio law, property purchased 
for mining purposes is tax exempt, 
whereas property purchased for road 
work is not, 


The Ohio case of Howdyshell et al., 


d. b. a. Howdyshell Lumber Company, 
CCH Onto Tax Reports (to be re- 
ported), has held that sales tax liabil- 
ity is determined by the consumer’s 
purpose at the time of sale, as evi- 
denced by his initial use of the prop- 


erty. In this case the taxpayer 
purchased a tractor for moving felled 
timber a short distance to a portable 
saw where the manufacturing process 
was completed. He later constructed 
a permanent sawmill, and then used 
this tractor to deliver the logs to 
trucks, which transported them to the 
mill. The former use is tax exempt, 
the latter is not. 


Midwestern States 

Income taxes.—The Jowa State Tax 
Commission has no authority to re- 
quire withholding agents to withhold 
income taxes from payments of gross 
income to partnerships and corpora 
tions. Withholding agents under the 
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United Press International Photo 


Natives of Brazzaville, Congo 
Republic, shown here lining up to 
vote in a general election, take 

their participation in democracy 
seriously. The taxpayers rioted and 
injured a group of nontaxpayers, 
members of a tribe which refuses to 
take part in the normal processes 

of democracy. The dispatch 

doesn't say whether the young man in 
the photograph who has already lost 
his shirt and is about to lose 

his pants is a taxpayer or not— 

but can't you guess? 


terms of the statute are required to 
withhold from payments of gross in- 
come made to “nonresidents.” The 
definition of “nonresident” states that 
the term applies to “individuals,” and 
a partnership is not an individual. In 
the Attorney General’s opinion, a 
study of the enactment of the with- 
holding provisions leads to the con- 
clusion that the legislature did not 
intend to provide for withholding 
from corporations. (Opinion of the 
Attorney General, September 8, 1959, 
CCH Iowa Tax Reports { 14-517.) 

The income tax provision which 
exempts armed forces personnel from 
reporting service pay up to $3,000 
does not apply to a Missouri national 
guardsman while attending summer 
camp or a drill period in compliance 
with a state order. He is not a mem- 
ber of the armed forces of the United 
States on active duty within the 
meaning of the statutes. The Attor- 
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ney General’s opinion of October 14, 
1959, CCH MIssourr Tax Reports 
{| 200-263, related that the exemption 
would apply to a ready resérvist who 
was ordered to active duty by the 
appropriate federal secretary for an- 
nual training, since he would be on 
active duty with the armed forces of 
the United States. 

Property taxes.— Tax warrants 
were issued in Oklahoma in 1958 for 
the nonpayment of delinquent 1957 
and 1958 personal property taxes. 
The warrants were issued on personal 
property that was about to be moved 
from the county and sold at auction. 
This property was subject to prior 
recorded conditional contract 
and chattel mortgage liens. It was 
held in McCormick Machinery Com- 
pany, National Bank of Tulsa v. Craig, 
Le Flore County Sheriff et al., CCH 
OKLAHOMA TAx Reports § 200-107, 
that the 1958 tax lien was superior to 
the other liens, but that the 1957 tax 
lien was inferior to the other liens. 


sales 


The livestock assessment law that 
was imposed by Chapter 432, Laws 
1959, of South Dakota, applies to live- 
stock with its home range in the state 
as well as to transient livestock. It 
does not apply to livestock which is 
not ranging or grazing as those terms 
are defined by Chapter 432. In the 
Attorney General’s opinion of Sep- 
tember 24, 1959, CCH Soutn Dakota 
Tax Reports § 200-081, it was noted 
that the assessment and taxation of 
such livestock is based on the propor- 
tionate period of time it is located in 
the several counties of the state. 


Pacific States 


Income taxes.—A claim for refund 
may be brought in Oregon by the 
president of a dissolved corporation 
(Legal Department Abstract, CCH 
OreEGON Tax Reports { 201-042). 


Crypts are classified as realty in 
Oregon and, therefore, if 30 per cent 


of the selling price is received in the 
year of the sale, the whole gain must 
be reported in this tax year (Legal 
Department Abstract, CCH Orecon 
Tax Reports § 201-044). 


A gain which arises from a transac- 
tion where a home lot is sold in Ore- 
gon, another lot purchased, and the 
home moved to the new lot may be 
treated as on the sale of a residence 
(Legal Department Abstract, CCH 
OreGoN TAX Reports § 201-043). 


Property taxes.—The provision in 
the California Constitution which al- 
lows insurance companies to deduct 
from the premiums tax the amount of 
real estate taxes paid on real property 
used as a home office is specific in 
granting a deduction of the amount 
paid on the property in which the 
principal office is located. In the At- 
torney General’s opinion of October 
19, 1959, it was expressed that legis- 
lation to limit this deduction to the 
percentage of the real estate tax which 
the space used for insurance opera- 
tions bears to total space would be 
invalid. 

Sales and gross receipts taxes.— 
Foreign insurers which sell “surplus 
line” insurance against Nevada risks 
must do so through a local broker and 
are liable for the 2 per cent gross 
premiums tax (Opinion of the Attor- 
ney General, October 7, 1959, CCH 
NevapaA Tax Reports § 200-227). 


Southern States 


Income taxes.—An amendment was 
made in 1959 to the Georgia income 
tax law which provided for the allow- 
ance of a tax credit to a taxpayer in 
an amount equal to any contribution 
to an educational organization hold- 
ing a certificate issued by the Rev- 
enue Commissioner which certified 
that the corporation, foundation or 
trust was organized and operated ex 
clusively for educational purposes and 
that no part of the income of that 
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organization inured to any private 
shareholder or other individual. In 
Patrick Henry Schools, Inc. v. Oxford, 
CCH Georcia Tax Reports § 200-209, 
the Georgia Supreme Court held that 
the discretion of the Revenue Com- 
missioner to issue or refuse to issue 
the certificate in question is absolute 
and unlimited. 


The Louisiana Director of Revenue 
has issued Regulation 220.3.1, which 
explains the existing law allowing 
members of certain unincorporated 
organizations to elect to be excluded 
from the law pertaining to partner- 
ships for income tax purposes. It pro- 
vides that the organization must be 
availed of (1) for investment purposes 
only and not for the conduct of a 
business or (2) for the joint produc- 
tion, extraction, or use of property 
but not for the purpose of selling 
services or property produced or ex- 
tracted. Also, the income of the 
members of the organization must be 
adequately determinable without com- 


putation of the partnership’s taxable 
income. 


This regulation, although following 
the corresponding federal regulation 
on the subject, goes further in that it 
distinguishes situations where the 
partnership conducts all of its busi- 
ness outside of the state. Where all 
of the operations are outside of Lou- 
isiana, the election can be made by 
any member of the organization, and 
it will be effective subject to the con- 
dition that no other member notify 
the collector within the prescribed 
time and in the prescribed manner 
that he desires to have the organiza- 
tion treated as a partnership. (CCH 
LOUISIANA TAX Reports § 12-137.) 

The Mississippi Supreme Court has 
held that a corporate taxpayer is 
liable for income taxes on the gross 
amount received for services rendered 
in Mississippi where the taxpayer 
fails to keep records showing the 
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amount of work done in Mississippi 
and the amount performed in the 
home office in Oklahoma. This case, 
Monaghan v. Seismograph Corporation, 
CCH Miu£ssisstppr Tax Reports 
{| 200-100, was dismissed by the 
United States Supreme Court with a 
per curiam opinion. 


Where corporations have merged, 
the North Carolina Supreme Court 
will look to substance rather than 
form in determining whether the re- 
sulting corporation is entitled to carry 
over the net economic losses of a con- 
stituent corporation. If the resulting 
corporation is substantially the same 
corporation which incurred the losses, 
the deduction will be allowed. How- 
ever, if there is a lack of continuity 
of business enterprise, meaning, if the 
constituent corporation has _ been 
altered, enlarged or materially af- 
fected by the merger, the deduction 
will be denied. In Good Will Distribu- 
tors (Northern), Inc. v. Currie, CCH 
NortH CAROLINA TAX _ REPORTS 
{ 200-587, the merger resulted in a 
larger and more extensive business, 
and the resulting corporation could 
not deduct the loss carry-over. 


Property taxes.— The Alabama 
Commissioner of Revenue shall ap- 
portion the cost of license taxes to 
any common carrier of passengers by 
motor vehicle, operating a fleet of 
two or more vehicles under the au- 
thority of the Interstate Commerce 
Commission, so that the total cost 
of the license taxes bears the same 
proportion to the cost of the taxes as 
the total number of miles operated by 
the fleet of the carrier in Alabama 
during the preceding tax year bears 
to the total number of miles operated 
by the fleet in all states during the 
year (H. B. 827, passed Senate). 

According to the Louisiana Supreme 
Court, the “gas gathering” tax is un- 
constitutional violates the 
constitutional provision which states 
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that “No further or additional tax or 
license shall be levied or imposed 
upon oil, gas or sulphur leases or 
right Even though it is des- 
ignated as a gas-gathering tax, the 
levy covers a process which forms an 
integral part of severing the natural 
resource or reducing it to possession. 
(Bel Oil Corporation v. Fontenot, CCH 
LouIsIANA TAX Reports § 200-170.) 


Sales and gross receipts taxes.- 
Where motor vehicles are transferred 
under so-called lease agreements and 
are later sold to the lessees for nom- 
inal considerations, the transactions 
constitute conditional sales or chattel 
mortgages. The Texas vehicle sales 
tax on “total consideration” paid in 
exchange for vehicles should be cal- 
culated on the total amounts paid the 
lessor by the lessee under the agree- 
ments, and these should be _ the 
amounts reflected in the Seller’s and 
Purchaser’s Joint Affidavits. (Opin- 
ion of the Attorney General, October 
9, 1959, CCH Texas Tax Reports 
{| 200-322. ) 


Western States 


Income taxes.—In Colorado, the 
amount that a college spends on be- 
half of a faculty member for an annu- 
ity is taxable to the individual as 
current income under the state in- 
come tax law when the college aids 
him in obtaining the benefits of the 
Technical Amendments Act of 1958, 
under which annuity premiums paid 
by an employer (under Section 501(c) 
(3)) are not taxable as current income 
to the employee, by purchasing annu- 
ities for the faculty member, in an 
amount determined by the individual, 





* Arizona, California and Oregon use prop- 
In Arizona, 
no rented property is included in the prop- 
erty factor. Receipts from transportation 
of freight are allocated to the state where 
the freight is picked up. Receipts from 
transportation of passengers are allocated 
to the state where the tickets are sold to the 


erty, payroll and sales factors. 


as part of the agreed compensation 
for services rendered by him to the 
college. (Opinion of the Attorney 
General, November 9, 1959, CCH 
CoLtorapo Tax Reports §| 200-067.) 

Property taxes.—The Utah Su- 
preme Court has declared that Sec- 
tions 16-6-16 and 16-6-17 of the Utah 
Code which attempt to place a ceiling 
on the valuation of cooperative elec- 
tric and telephone corporations for 
ad valorem tax purposes are uncon- 
stitutional, These sections conflict 
with Sections 2 and 3, Article 13, of 
the Utah Constitution which require 
all property not exempt under the 
federal or Utah Constitution to be 
taxed in proportion to its value, and 
all rates of assessment and taxation 
to be uniform on all tangible property. 
(Moon Lake Electric Association, Inc. 
v. Utah State Tax Commission, CCH 
Uran Tax Reports § 25-038.) 


Apportionment Formula 
for Unitary Airlines 


This month, John A. Wilkie, an 
economist, of Madison, Wisconsin, 
will continue in this department the 
discussion of the apportionment for 
public utility businesses which was 
commenced last month. 


TRANSPORTATION business 

which is unitary in most cases and 
needs an apportionment formula for 
state corporate net income tax pur- 
is that of the airlines. The 
current treatment by the various states 
is quite divergent. Not only are 
overtaxation and undertaxation pos- 
sible, but also less equitable results 
are obtained than would result from 


poses 





passengers. In California, property in the 


property factor used within and without 
the state and having no fixed or permanent 
situs is apportioned within and without the 
state on the basis of mileage. In Oregon, 
mobile equipment in the property factor is 
allocated on the basis of mileage, salaries 
of pilots in the wage factor are allocated 
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using a reasonable method uniformly. 
The question for determination, there- 
fore, is as to what factors should 
be employed in a uniform and rea- 
sonable airline apportionment formula 
and how should they be defined and/or 
weighted? In setting up the formula 
an important objective is to have 
the parts of the net apportionable 
income allocated to the several states 


in which the airline operations add 
up to 100 per cent. Also in the in- 
terest of simplicity of compliance and 


administration of taxes it is desir- 


able, other things being approximately 
equal, to use a single formula for 
the allocation of all interstate air- 
line tax bases. In choosing the fac- 
tors it is particularly important to 
keep in mind the criteria that the 
factors chosen should (1) realisti- 
cally reflect the degree to which the 
tax basis occurs in the several states, 
(2) be clearly and uniformly inter- 
preted, (3) be reasonable in cost of 
compliance and administration, (4) 
exclude exempt categories and (5) 
not encourage avoidance operations.’ 











(Footnote 1 continued) 

on the basis of revenue miles, and sales 
are allocated on the basis of revenue miles 
traveled. 

Oklahoma uses property, expenditure and 
sales factors. Mobile equipment in the prop- 
erty factor is allocated on a mileage basis, 
wages of pilots in the expenditure factor 
are allocated on a mileage basis, and inter- 
state receipts in the sales factor are allo- 
cated on a miles-traveled basis. 

Kentucky property, payroll and 
business factors. Business equals receipts 
from business commencing and terminating 
within the state and all intrastate receipts 
plus such portion of receipts from all inter- 
state business passing through or into or 
out of the state as is determined by apply- 
ing a miles-traveled ratio. 

North Dakota uses two factors of prop- 
erty and business where business equals 
wages plus receipts. Receipts from interstate 
business are allocated on a mileage basis. 

Iowa and North Carolina use the single 
factor of gross receipts. 

Georgia may use scheduled miles on spe- 
cial permission of the Commissioner of 
Revenue. 

Connecticut and Wisconsin use arrivals 
and departures scheduled, revenue tons 
handled, and originating revenue. 

In Mississippi, total apportionable net 
income shall first be allocated by class of 
traffic by using the ratios between gross 
revenue for each traffic and the 
total gross operating revenue. Mississippi 
uses revenue passenger miles for allocating 
passenger apportionable net income and rev- 
enue ton miles for allocating the appor- 
tionable net income from other classes of 
traffic. As an alternative, Mississippi uses 
the single factor of flight miles. Flight 
miles equal the number of revenue-produc- 
ing flights landing and taking off, multiplied 


uses 


class of 
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by the number of miles flown on such 
flights. 

Missouri uses a_ separate accounting 
method of allocation. Gross income is ap- 
portioned to the state on a mileage basis 
and from this are deducted the ordinary 
expenses incurred in the state. As an alter- 
native, Missouri allocates on the basis of 
the single factor of undepreciated property. 
The allocation treatment in the other states 
having a corporate net income tax is not 
known. 

In Canada, the uniform act provides for 
an allocation formula composed of the two 
factors of fixed assets and plane miles. 

* The following quotation from the Civil 
Aeronautics Board study, Multiple Taxation 
of Air Commerce (79th Cong., Ist Sess. H. 
Doc. 141 (United States Government Print- 
ing Office, 1945)), at p. 28, points this out: 

“Unfortunately, however, in the air line 
business as well as in many interstate busi- 
nesses there is characteristically a lack of 
uniformity in the facilities and operations. 

“There is a major difference as regards 
the states in which most of the traffic is 
originated and the important terminal fa- 
cilities are located, and the states which 
contribute little traffic but only separate 
important destination points. 

“Different allocation factors provide radi- 
cally different results as between the bridge 
and terminal states; if bridge states choose 
to adopt factors favorable to their revenues, 
and terminal states factors which are favor- 
able to them, multiple taxation is inevitable. 

“Another characteristic of air-transport 
operations affecting allocation is the large 
investment in overhaul bases typically re- 
stricted to one, two, or three locations. 
The allocation formula adopted in the base 
states, particularly in regard to net income 
taxes, may well be in conflict with that 
used by states which have no such facilities.” 
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Mileage Factors 


Which of the various possible mile- 
age factors which give recognition 
to the claims of the “bridge” states 
is most appropriate to include in the 
apportionment formula? It could be 
one of the following: route miles,® 
revenue plane miles,‘ revenue ton 
miles ® or gross revenues.® 


Among the mileage factors, that 
of revenue ton miles was preferred 
by the Civil Aeronautics Board study 
group “because of its accurate re- 
flection of traffic loads and the mod- 
erate compliance cost involved in its 
use.” * Theoretically, gross revenues 
afford a more accurate indication of 
the profitability of the various air- 
line segments, but the lack of sub- 
stantial differences in revenue yields 
from and 
cargo traffic occasion little need for 


passenger, mail, express 
the additional compliance cost involved 
in obtaining gross revenue data. When 
and if substantial differentials in tariffs 
for different types of traffic develop 





* This factor is based upon the mileage of 
routes in actual operation. 

* This factor is based on the mileage flown 
over usually traveled routes without regard 
for alternates. The data are derived from 
actual flights made, including scheduled 
flights and extra section and charter move- 
ments. 

*This factor is based on tonnage of 
passengers (at 200 pounds per passenger), 
mail, express and cargo flown, compiled on 
the basis of station-to-station movements 
along usually traveled routes. If station-to- 
station data are not available, aggregate 
tonnage by operating divisions and sections 
are arbitrarily apportioned by route mileage 
within the section or division. 

*This factor is similar to revenue ton 
miles except that revenues instead of ton- 
nage are apportioned. 

* Civil Aeronautics Board study cited at 
footnote 2, at p. 55. 

* For example, the flight from New Or- 
leans to Miami across the Gulf of Mexico 
would involve a major part of mileage over 
international waters. The elimination of this 
mileage from the denominator would pro- 
duce arbitrary or capricious results in the 


and if diversities in traffic flows char- 
acterize certain segments of a par- 
ticular airline, the need may arise 
for substituting gross revenue for 
revenue ton miles. Revenue ton miles 


as a factor is to be preferred over 
route miles or revenue plane miles 
as it takes full account not only of 
the amount of equipment employed 
in each of the states, but also of the 
intensity of its use. 


All mileage factors related to air 
line traffic involve the potential haz- 
ard of avoidance operations and, in 
a few instances, contain nonalloca- 
ble elements. Thus, flights across 
international waters would not be 
allocated to any state and the re- 
moval of such mileage from the de- 
nominator of the allocation fraction 
is likely to produce incongruous re- 
sults.* It is for this reason that Wis- 
consin has rejected revenue ton miles 
as a factor, as well as aircraft flight 
hours, and also operating revenue as 
recommended by representatives of 
several major airlines.® 





division between Louisiana and Florida. See 
Civil Aeronautics Board study cited at 
footnote 2, at p. 55. 

* Wisconsin Department of Taxation, “In- 
terstate Allocation Factors” (memorandum 
to the tax representatives of air carriers 
operating in Wisconsin, dated January 15, 
1953 (unpublished), p. 4): “With reference 
to revenue ton miles over states where it 
does not stop and over international waters 
where no tax claims exist under no circum- 
stances would it be possible to have a 100 
per cent allocation to all jurisdictions hav- 
ing tax claims. The airlines would obtain 
an unfair tax advantage over other meth- 
ods of transportation; with reference to 
aircraft flight hours here again the time 
in flight over the bridge states and inter- 
national waters would be in the denominator 
of the fraction and therefore unacceptable 
because it would not be possible to have 
100 per cent allocation to jurisdictions ca- 
pable of exercising jurisdiction to tax under 
present concepts of doing business. This 
factor is also objectionable because it ig- 
nores all ground hours; the operating rev- 
enue factor which would compute the earned 
income in the state by applying a tariff rate 
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Appropriate Terminal Factors 


Which of the various possible termi- 
nal factors are most appropriate to 
include in the apportionment formula? 
They may be picked from the fol- 
lowing: originating and terminating 
tonnage, originating revenue, aircraft 
arrivals and departures, tangible prop- 
erty, excluding flight equipment, and 
ground payrolls. 


Originating and terminating ton- 
nage.—The factor of originating and 
terminating tonnage is based on the 
receipts and deliveries of passengers 
and cargo at each station. If com- 
plete, it would also include express 
and airmail tonnage.’® 


This factor, designated as “reve- 
nue tons handled” in the National 
Association of Tax Administrators 
proposed uniform statute, is defined 
as follows: 

“The term ‘revenue tons handled’ 
by an air carrier at an airport means 
the weight in tons, of revenue pas- 
sengers (at two hundred pounds per 
passenger) and revenue cargo first 
received as originating or connecting 
traffic or finally discharged by such 
carrier at such airport.” ™ 

Wisconsin practice varies some from 
the above in that Wisconsin officials 
do not believe in specifying the weight 
of passengers because there is some 
deviation from this standard among 
air carriers. They prefer that each 


carrier use its own standard weight 
in compiling its report, but that it 
state clearly what this standard is.’ 


Airline connections, that is, trans- 
fers from one plane to another plane 
operated by the same company, should 
be excluded. For the purpose of allo- 
cation, receipts from, or deliveries to, 
other airlines at connections may 
be treated as traffic originating or 
terminating on the carrier’s line. 

The CAB study concluded that 
“among the terminal factors, origi- 
nating and terminating tonnage most 
nearly satisfies all of the criteria in 
the light of present air carrier records. 
While it has the minor disadvantage 
that there is some duplication in 
express movements, in other respects 
the factor is an accurate reflection 
of the distribution of investment and 
business. It can be definitely and 
uniformly ascertained, and conforms 
to airline statistical and accounting 
records. Hence it imposes no appre- 
ciable compliance or administrative 
burdens. It also would not encour- 
age avoidance operations.” '* 

Originating revenue. — The factor 
of originating revenue is based on 
ticket sales by agents, preferably ex- 
cluding the portion on account of 
unused transportation and the por- 
tion for transportation over other air- 
lines. 

The term, as defined in the NATA 


proposed uniform statute, is as fol- 








(Footnote 9 continued) 


per mile by the number of miles traveled 
would also include in the denominator mile- 
age earnings derived from travel over bridge 
states and international waters. Thus it is 
also rejected because of the inability of a 
100 per cent allocation to taxing jurisdictions 
under present concepts of ‘doing business’. 
Aircraft flight hours is also objectionable 
because of the difficulty of verification and 
the susceptibility of avoidance operations. 
This applies to the operating 
enue factor.” 

* Mail usually included 
because of excessive duplication in the traf- 


also rev- 


tonnagé is not 
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fic tonnage statistics. Wisconsin, however, 
does include air mail tonnage. There is 
also apt to be some duplication of express 
shipments in the records (Civil Aeronautics 
Board study cited at footnote 2, at p. 54). 

“Report of the committee on airlines, 
G. Howard Speath, chairman, 1947 Pro- 
ceedings of NATA, Cincinnati, Ohio (Fed- 
eration of Tax Administrators, Chicago, 
Illinois), p. 51. This is the same definition 
as is used in the Connecticut law (Sec. 
12-243), Gen. Stats. of Connecticut. 

“Memorandum cited at footnote 9, at 
p. 6. 

* Civil Aeronautics 
footnote 2, at p. 56. 


Soard study cited at 
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lows: “Revenue to an air carrier 
from the transportation of revenue 
passengers and revenue property first 
received by such carrier either as 
originating or connecting traffic at 
airports within the state.” '* Ideally, 
the term “revenue property” would 
include not only cargo, but express 
and mail. Since adequate records are 
not kept for allocating the revenue 
from airmail to points of origin, mail 
payments are not included. Express 
payments may also be excluded, leaving 
only the revenue cargo element of 
revenue property.’® 


The originating revenue as _ allo- 
cated to the airports should include 
sales at the “uptown” ticket office 
and sales from travel agencies for 
transportation originating at the air- 
port of that area. It should also in- 
clude “off-line” sales in other states 
where the point of departure is within 
the taxing state. It should exclude 
off-line sales either in the carrier’s 
own offices or those of a travel agency 
where the point of departure is in 
some other state. 


That portion of the passenger re- 
ceipts collected at a given point of 
departure which will be turned over 
to another carrier as its share of the 
total passenger revenue should be 
excluded from originating revenues 
at that point. 


In respect to measuring revenue 
cargo, the Connecticut law provides 
that “when it cannot otherwise be 
determined, the revenue of an air 
carrier from the transportation of rev- 
enue cargo attributable to a particu- 
lar airport for any period shall be 
computed by multiplying the pounds 
of revenue cargo first received by such 


What is the touchstone of this 
[Western] civilization? Some would 
argue that it is Christianity; 

others that it is the quest for 

liberty or the scientific method. 

But from the time of Solon 

in ancient Greece to the present, 
there is no stronger thread 
throughout the history of the West 
than its development of law. 

... the task of our generation 

is to make the World at last a 
law-ful place—to make it at last 

a proper legal residence of man. 
This is the task in which the legal 
profession must take the lead.— 
From an address by Henry R. Luce to 
the Connecticut Bar Association. 


an air carrier at such airport during 
such period by the average revenue 
per pound received by such air car- 
rier from transportation of revenue 
cargo over its entire system for the 
same period,” 7° 


This factor, when applied in cer- 


tain situations, has unexpected con- 
sequences. For example, a few large 
cities have airports located in adja- 
cent states—for example, the Cin- 


cinnati port in Kentucky and the 
Washington, D. C, port in Virginia. 
The ticket sales in these cases are 
at both the airport and in the city 
which it serves. The question is: 
“Are originating revenues a proper 
reflection of taxable income in the 
state where the sale takes place or 
in the state where the airport is 
located ?” 17 


A similar problem is encountered 
in the treatment of off-line ticket sales, 
as airlines frequently have ticket of- 
fices located in cities which they do 
not serve. The practical solution to 





* Report cited at footnote 11, at p. 51. 

* The Connecticut law follows this in Sec. 
12-243, Gen. Stats. of Connecticut, which 
states that “the term ‘originating revenue’ 
within this state means revenue to an air 
carrier from the transportation of revenue 
passengers and revenue cargo exclusive of 





express and mail first secured by such 
carrier either as originating or connecting 
traffic at airports within this state.” 
*See Sec. 12-243, Stats. of 
necticut. 
* Civil Aeronautics Board study cited at 
footnote 2, at p. 56. 


Gen. Con- 
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this dilemma has been suggested as 
identifying the ticket sales with the 
point at which the passenger em- 
barks on his journey. 


Aircraft arrivals and departures.- 
The factor of aircraft arrivals and 
departures is based on scheduled ar- 
rivals and departures of aircraft at 
each airport, including service and 
fuel stops. All arrivals and depart- 
ures should be recorded, including 
those of nonscheduled operations."* 
To put the arrivals and departures 
on a comparable basis, they should 
be equated according to the load ca- 
pacity exclusive of the weight of the 
aircraft itself. 

This factor is criticized because 
of (1) the fact that intermediate points 
in a flight receive twice the weight 
given the termini and (2) discrimi- 
nations due to the size of the air- 
craft. The double-count criticism is 
somewhat overcome by the fact that 
nonstop flights eliminate some of the 
intermediate points entirely. The criti- 
cism relating to the same unit count 
regardless of size may be wholly over- 
come by the reflection in the other 
two factors of the greatly increased 
revenues and tonnages attributed to 
the larger planes. In terms of work- 
ability, this factor can be easily verified 
and without any appreciable amount 
of administrative effort or cost.’® 

Tangible property excluding flight 
equipment.*°—The factor of tangible 
property excluding flight equipment 


is based on net book value of real 
estate, ground equipment, furniture 
and fixtures, etc., owned by the air- 
line. Leased facilities are excluded. 

The book value of tangible prop- 
erty, as indicated earlier, would be 
an appropriate factor of allocation 
were it not for the fact that a very 
large proportion of the airline invest- 
ment is in flight equipment which is 
the principal item of property to be 
allocated. To assume that the rela- 
tively small fractional investment in 
ground equipment and facilities will 
correctly reflect the location of flight 
equipment is unwarranted. The out- 
lays for facilities at overhaul bases 
and general offices are a dispropor- 
tionate indication of the business done 
or total facilities employed at these 
locations. 

Private car line companies illus- 
trate an extreme case of this situation. 
These companies operate rolling stock 
over the lines of the railroads through- 
out the country and, typically, have 
one or two bases at which they main- 
tain and repair their equipment. If 
fixed tangible property were used as 
a basis for allocating car equipment, 
obviously it would lead to the concen- 
tration of the valuation of net income 
in a very small number of locations 
instead of spreading it among the 
states where the cars are used. 

Air-carrier operations are somewhat 
similar, but the fact that they require 
some fixed investment at airports which 





* Section 12-244, Gen. Stats. of Connecti- 
cut (enacted in Ch. 397, Laws 1947, effec- 
tive October 1, 1947), following the model 
uniform statute proposed by the National 
Association of Tax Administrators in 1947, 
defines the ratio as “(a) the ratio which 
the aircraft arrivals and departures within 
the state scheduled by such air carrier dur- 
ing the income year bears to the total air- 
craft arrivals and departures scheduled by 
such carrier on its entire system during the 
same period; provided in the case of non- 
scheduled operations, all arrivals and de- 
partures shall be substituted for scheduled 
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arrivals and departures.” In Sec. 12-243, 
the term “aircraft arrivals and departures” 
is defined to mean “scheduled landings and 
take-offs in the taxing state of the aircraft 
of an air carrier plus scheduled pickups and 
deliveries in the taxing state by the aircraft 
of an air carrier and in the case of non- 
schedule operations, shall include all land- 
ings and take-offs, pick-ups and deliveries.” 
See report cited at footnote 11, at p. 51. 

* Memorandum cited at footnote 9, at p. 6. 

* Civil Aeronautics Board study cited at 
footnote 2, at p. 57. 
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they use makes the factor of tangible 
property somewhat less incongruous 
when applied to air transport. How- 
ever, many of the hangars and ex- 
clusively used ground facilities of air 
carriers belong to municipalities. If 
it were practicable to estimate the 
value of such facilities, a tangible 
property allocation would have far 
more merit. 


Ground payrolls.— The factor of 
ground payrolls is based on payrolls 
of all personnel excepting flight crews 
and traffic personnel on off-line loca- 
tions.** Payrolls of flight personnel 
are excluded in order to avoid a 
subsidiary problem of allocation. If 
included, there would be the difficulty 
of allocating flying time over “bridge”’ 


So 


GAMMA PUBLICATIONS ine | 


states and international waters. The 
chairman of the Civil Aeronautics 
Zoard states: 

“Payrolls of flight personnel are 
about 20 per cent of total payrolls 
and neither of the common bases for 
the allocation of multistate wage earn- 
ings is acceptable (one assigns such 
payrolls to home base states; the 
other apportions them on the basis 
of flying time). It seems appropriate 
simply to eliminate the flying per- 
sonnel payroll from both the numer- 
ator and denominator of the fraction 
and make the apportionment solely 
on the basis of ground personnel.” *° 

(This discussion of a uniform and 
reasonable apportionment formula for 
airlines will be concluded next month.) 


“My group chief was wondering if you'd quit making your own returns.” 





* Civil Aeronautics Board study cited at 


footnote 2, at p. 55. 


* Civil Aeronautics Board study cited at 
footnote 2, at p. 56. 
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THE BOGGS BILL: A REVIEW OF THE COMMITTEE PRINT— 
Continued from page 16 


The exception to this requirement 
now covers two types of exchanges: 

(1) A transfer of foreign business 
property by a domestic corporation to 
a foreign corporation controlled by 
one or more Foreign Business Cor- 
porations, in exchange for the stock 
or securities of the foreign corporation. 


The term “foreign business prop- 
erty” is defined to mean property, 
other than inventoriable property, used 
in the active conduct of a trade or 
business outside the United States 
both before and after the transfer. Real 
property, depreciable property and 
specified intangibles, however, are 
exempt from the requirement of busi- 
ness use by the transferor before the 
transfer (which leaves very little sub- 
ject to this requirement). 


(2) A transfer of substantially all 
of the assets of a foreign corporation 
to a Foreign Business Corporation. 

The first exception, which was de- 
signed to facilitate transfers to the 
foreign subsidiary of a Foreign Busi- 
ness Corporation, is much more limited 
than the original provision, under which 
foreign business property could have 
been transferred to any foreign cor- 
poration. The latter would not have 
been required to be a subsidiary of a 
Foreign Business Corporation. The 
object of the original section was to 
eliminate the veto power which the 
Commissioner now possesses in re- 
gard to any tax-free transfer to a for- 
eign corporation, however justifiable 
from the business standpoint, if he is 
of the opinion that there is any ap- 
preciable element of tax “avoidance” 
(which has been interpreted by the 
Service to include tax deferment) in 
connection with the transaction, 


The entire scope of this section of 
the bill has, therefore, been materially 


Boggs Bill 


changed. The effect of the new word- 
ing, if retained, would be to delay and 
in some cases prevent transfers of 
property to foreign corporations, in- 
cluding foreign base corporations, and 
thus prevent legitimate reorganiza- 
tions of foreign business. On the other 
hand, it will tend to induce domestic 
companies to form Foreign Business 
Corporations, rather than foreign base 
companies. 


The second exception, in effect, per- 
mits tax-free liquidation or quasi- 
liquidation of foreign subsidiaries of a 
Foreign Business Corporation with- 
out advance approval. A recognized 
capital gain of a Foreign Business Cor- 
poration arising out of such a liquida- 
tion would not, in the absence of this 
amendment, be taxed currently but 
would increase the reinvested foreign 
business income subject to tax at time 
of distribution. A similar result is 
achieved under this amendment by 
treating the accumulated earnings of 
the liquidated subsidiary as a divi- 
dend, which would be included in re- 
invested foreign business income. 


Foreign-Tax-Credit Amendments 


The foreign tax credit was intro- 
duced in 1918 for the purpose of miti- 
gating the hardships arising out of 
taxation of income by both the United 
States and foreign countries. Its his- 
tory has included many changes in 
the method of computation, especially 
in regard to the limitations on the 
amount of credit which could be ap- 
plied against the United States tax. 


Originally, the foreign tax credit 
was subject to only a single limita- 
tion, the so-called “over-all” limita- 
tion, under which the credit was limited 
to the aggregate United States tax on 
all income from sources outside the 
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United States, and was aimed at pre- 
venting any reduction in United States 
tax on domestic income as the result 
of payment of higher foreign taxes. 
In 1932 Congress added the “per 
country” limitation, which as its name 
implies treats the credit on a country- 
by-country basis, under which the 
credit attributable to any particular 
foreign country or possession of the 
United States may not exceed the 
United States tax attributable to in- 
come from sources within that country. 


In the 1954 Code the “over-all” limi- 
tation was repealed because of its effect 
of nullifying the tax benefit of losses 
in foreign countries and thus discour- 
aging investment abroad. 

It has long been realized that the 
“per country” limitation may result in 
a hardship to taxpayers operating in 
several foreign countries. We may 
take as an illustration a domestic cor- 
poration operating both in the United 
Kingdom, which imposes income and 
profits tax at the rate of 48.75 per 
cent, and in India, which levies in- 
come tax and surtax at the rate of 
63 per cent. We will assume that the 
taxable income earned in each country 
by a domestic corporation is $100,000. 
The credit allowed for taxes paid to 
the United Kingdom is the amount of 
$48,750 actually paid to that country. 
The credit for taxes paid to India is 
limited to the United States tax of 
$52,000 on income from sources in 
India. The excess of $11,000 paid to 
India is lost as a credit, and a United 
States tax of $3,250 must be paid de- 
spite the fact that the domestic com- 
pany has paid foreign taxes of $111,750 
on its income of $200,000, which is 
more than it would have to pay as 
United States tax on income earned 
in this country. 


The committee print of the bill would 
eliminate this incongruity by permit- 
ting an election to use either the “per 
country” or the “over-all” limitation. 
Any election would be binding upon 
the taxpayer for at least five years. 


The permission to use the “over- 
all” limitation is one which would be 
welcomed by almost all corporate tax- 
payers operating in a number of dif- 
ferent countries abroad. It would, 
moreover, have the effect of eliminating 
many of the carry-backs and carry- 
overs of excess foreign tax credit on the 
“per country” basis permitted under 
the 1958 act and thus would simplify 
the settlement of tax returns, in many 
cases without a change in the total tax 
liability over a period of years. 

Appropriate changes have been made 
in the carry-back and carry-over provi- 
sions to reflect the “over-all” limitation 
as well as the “per country” limita- 
tion. For this purpose the carry-overs 
and carry-backs are computed on a 
“per country” basis with an allocation 
of the “over-all” limitation being made 
to each foreign country for each tax- 
able year for which the taxpayer has 
elected the “over-all” limitation. How- 
ever, the need for use of the carry- 
back and carry-over provisions would 
be minimized by enactment of the 
election between the “over-all” and 
the “per country” limitations. 


Summary 


The proposed Foreign Business Cor- 
poration and the foreign-tax-credit 
amendments to the Code represent 
substantial improvements upon the 
present method of taxation of foreign 
income. If enacted, they would do 
much to help maintain and improve 
the competitive position of American 
business abroad. [The End] 


FROM THE THOUGHTFUL TAX MAN—Continued from page 7 


The Fourth Amendment guarantees 
“The right of the people to be secure 


94 January, 1960 @ 


in their persons, houses, papers, and 
effects, against unreasonable searches,” 
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but have you ever tangled with an 
agent bent on “getting a change,” or 
finding something “wrong” with the 
return or the books or the records? 
How often can their demands to pro 
duce data or to appear on a certain 
date be considered “reasonable” ? 
Among other things, the Fifth 
Amendment provides that “No person 
shall be held to answer for a capital or 
otherwise infamous crime, unless on 
a presentment or indictment of a Grand 
Jury An infamous crime is one 
for which an infamous punishment may 
be inflicted, and imprisonment is an 
infamous punishment. Therefore, un- 
der Code Section 7206, any person 
who wilfully makes and subscribes, 
or aids or assists in making, under the 
penalty of perjury, any return, state- 
ment, or other document which he 
does not believe to be true and correct 
as to every material matter is guilty 
of an infamous crime (by reason of 
the punishment). This same Fifth 
Amendment further states he shall 
not be denied life, liberty, or property 
without due process of law. The in- 
sinuations, accusations and implications 
of some revenue agents in question- 
ing and sometimes arbitrarily disal- 
lowing items in the initial conduct of 
the examination of a tax return is fre- 
quently little, if anything, short of an 
accusation, to which the taxpayer is 
required to supply an answer or even 
a defense. Is a revenue agent a grand 
jury? If the taxpayer doesn’t or can’t 
defend himself, and is forced thereby 
into paying an additional tax, is this 
“due process of the law” within the 
intention of the Fifth Amendment? 
It seems to me that the words “un- 
der the penalties of perjury” should 
have a mutual advantage to both the 
government and the taxpayer. This 
substitution for an oath, together with 
the provisions of the Fifth Amend- 
ment, and the principles of our legal 
structure should count for something 
of benefit or protection for the tax- 
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payer, each one of whom can be placed 
at the mercy of a capricious revenue 
agent, who can tacitly accuse the tax- 
payer of the guilt of perjury, require 
him to defend himself without an in- 
dictment, exact money without due 
process, and remain free from recourse 
or redress. If we falsely accuse our 
neighbor he has redress and retribu- 
tion available. If we are falsely ar- 
rested, we have a legal remedy. But 
when a revenue agent is permitted to 
take it upon himself to suspect, ques- 
tion or accuse without rhyme or reason, 
and is found to be wrong—perhaps 
after considerable expense, incon- 
venience and anxiety to the taxpayer 

the agent can merely shrug his 
shoulders, close the file, and start all 
over again on someone else. What is 
of even greater consequence are the 
scores of times such groundless ac- 
cusations can be defeated before higher 
authority but the cost of such defense 
is not justified; it is less expensive to 
yield than to fight. The result is an 
innocent taxpayer’s being convicted 
of perjury without due process or 
prosecution, and sentenced to pay a 
fine in the form of additional tax which 


he does not legally owe. 


In a court of law not only is the 
accused presumed innocent until proven 
guilty, but he doesn’t even begin to 
defend himself until the prosecution 
establishes a reasonable doubt as to 
his innocence. What percentage of 
the time do you think the revenue 
agent can justify a reasonable assump 
tion of guilt? Fortunately for him, he 
doesn’t have to. In Blackmer v. Com- 
missioner, 70 F. 2d 255, it was stated: 


“There is no valid reason. to doubt 
the testimony of the taxpayer. 


“When the evidence before the Board, 
as the trier of the facts, ought to be 
convincing, it may not say that it is 
not. And the Board may not 
arbitrarily discredit the testimony of 
an unimpeached taxpayer 
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To every revenue agent, the tax- 
payer and preparer should first be con- 
sidered unimpeached. The agent should 
have valid reason for questioning an 
item. Suppose, for example, every 
revenue agent who desired so-called 
“further substantiation” was required 
first to convince a committee of peers 
that reasonable doubt of the correct- 
ness of the return existed, or that 
challenging a taxpayer’s return was 
legally, as well as figuratively, an ac- 
cusation, the successful defense of 
which permitted the aggrieved tax- 
payer to obtain redress against the 
agent (or the government) for dam- 
ages such as loss of time, expenses 
and mental anxiety. What a remarkable 
change would occur in the attitude of 
agents! In a court of law, when the 
moving party is successful he frequently 
recovers costs of the action. The gov- 
ernment takes the position that the 
taxpayer must do the proving, thus 
making him the “moving party.” How 
many unnecessary cases fought by 
innocent taxpayers would be avoided 
if, when the taxpayer was successful, 
the government were required to re- 
imburse the taxpayer for his cost? 

The Sixth Amendment, con- 
tains, interesting rights when it says 
in part: 


too, 


“c 


the accused shall enjoy the 
right to a speedy and public trial 

and to be informed of the nature and 
cause of the accusation; to be con- 
fronted with the witnesses against 
him; to have compulsory process for 
obtaining witnesses in his favor, and 
to have the assistance of counsel for 
his defense.” 

\ three-year statutory period is 
hardly speedy and, once “accused,” 
from then on it is even worse. He is 
not informed of the nature and cause 
of the accusation because, firstly, it is 
pretended by the government that no 
accusation and, the 
accuser himself is trying to find out 
what the nature and cause is, or if one 


occurs second, 
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even exists. It is like accusing a man 
of murder in the hope that during the 
trial a body and a crime will turn up 
that the honored guest can’t explain. 
He can’t be confronted with the wit- 
nesses against him because the only 
witness at that point is the agent, who 
can’t testify to hearsay of the rankest 
type; at this stage, the only other 
witness is the taxpayer, who, under 
the Fifth Amendment cannot be com- 
pelled to testify against himself, and 
you can be sure that at least some of 
the time, an agent will try to use it 
against him. Can the taxpayer re- 


quire his physician to attend and tell 
the agent how much medical expense 
he was paid, under his right to have 
compulsory process for obtaining wit- 


nesses in his favor? The writer had 
a recent case where the agent de- 
manded an affidavit from a taxpayer’s 
employer concerning the requirement 
of traveling expense and then, in effect, 
called the taxpayer and the employer 
liars by disallowing the expense. The 
fact that it was subsequently allowed 
on our demand for reconsideration 
only partly smoothed the ruffled feel- 
ings of a taxpayer who began to 
wonder if, after all, honesty is the best 
policy. 

In a court, when dealing with the 
law, if counsel isn’t obtained, the court 
appoints counsel. In the revenue office, 
when dealing with the law, if counsel 
isn’t obtained, does the agent direct 
that one be obtained or appoint one? 
True, the Treasury Department has 
effective procedures for creating a 
group of recognized counsel for the 
taxpayer to choose from, but is he 
advised by the examining officer that 
he ought to? It is a cliché in the 
mystery novel, the TV crime story 
and real-life drama that the accused 
is warned that anything he says may 
be used against him, but is the tax- 
payer, accused by the revenue agent 
of perjury, so warned, and thus put 
on notice? 


TAXES —The Tax Magazine 





Meetings of Tax Men 


New York County Lawyers’ Asso- 
ciation.— The Committee on Taxation 
of the New York County Lawyers’ 
Association, 14 Vesey Street, New 
York rp 
tax luncheon lecture for January 12, 
Jay O. 
Kramer, of Kaye, Scholer, Fierman, 
Hays and Handler, will speak on 
“Income Tax Problems in Connection 
with Liquidations.” All 
members of the bar and other inter 
ested persons, whether or not mem- 


New York, has arranged a 


1960, from noon to 2 p. m. 


Co rporate 


bers of the association, are invited to 
attend. A discussion period will fol- 


low the lecture. On February 9 at a 


similar meeting, “Facts and Notions 
About Estate Planning” will be dis 
cussed by Joseph Trachtman. Tickets 
for each luncheon lecture are $5.50 and 
may be obtained from James O. Wynn, 
1 East 44th Street, New York 1/7, 
New York 

New York Law School. 
Landman, attorney and professor of 
tax New York Law School 
will lecture on “How to Handle a 
Federal Tax Matter’ at the New 
York Law School on January 12 from 
12:30 to 1:30 p. m. His 
be followed by a discussion period 
The school is located at 244 William 
Street, New York City. 


J. Henry 


law at 


lecture will 


‘Your Honor, the defendant is alleged to have started the fire 
with oleoresin on which all taxes had been paid. The position of 
the State is that this is a crime involving moral turpentine."’ 








Keep Your TAXES—The Tax 


Magazine on File... 


I lave 


It’s important to be able to find an article when 
you want it. . when you need it quickly. 


There’s plenty of room—each binder holds twelve numbers. 
Any copy may be inserted or removed easily, smoothly. It’s just 
what every TAXES user needs for fast, convenient reference. 


Made of handsome, durable black Fabrikoid—gold stamped 
the Binder is sturdy, long-lasting, blends with today’s office equip 
ment, is at home on your library shelf. 


There's a window label showing contents by year—to make 
sure you get what you reach for. 


Hlere’s your opportunity to build your own “treasure house” of 
usable tax information 


Just fill in and mail the convenient Order Card attached, We'll 
deliver your Binder promptly and guarantee your complete satisfaction 


CCH. Propucts, C 


MW QWs RY WWQiOwh 4 Mier NOOO 


BOOKS BY MAIL 
4025 W. PETERSON AVE., CHICAGO 46, ILL. 





